























Soundly trained and thor- 
oughly equipped accountants are needed 
more today than ever before! | 


Never has there been such an urgent 
‘demand for accountants of ability. ‘Never have the 
opportunities for professional development, business 
advancement and patriotic service. been greater or 
more numerous. : 


Every young business man, every high-school grad- 
uate, every college or commercial school student, should con- 
sider these three facts :-— 


1. The tremendous volume of Government business requires a 

very large number of accountants. Accountants from all over the country 
ave made a splendid response and are rendering a high patriotic service. 
Many more accountants are needed by the Government. - The places left 
vacant by those who have entered Government service must be filled— 
and filled quickly! 


2. Theadjustment of business to high-pressure war conditions has created 
@ greater necessity for accountants. The nation’s business machinery is 
geared to high speed and high volume of production, and men with sound 
- technical training, keen analytic ability, and well developed constructive 
and executive faculties, are the only kind of men to drive that machinery 
at a win-the-war standard. They will be even more greatly needed to 
solve the problems of readjustment after the war. 


3. In the professional field of the Certified Public Accountant, the de- 
mand greatly exceeds the supply of qualified practitioners. Accountancy 
ranks with the highest professions. The work of the C. P. A. is full of in- 
terest, the remuneration is high, and there is room in the field for every 
_ young man who is willing to capitalize his time, invest his spare energy, 

and prepare himself for the C. P. A. examinations by studying Account- 
‘ancy and Commercial Law three evenings each week. 


We have told you of these opportunities. Let us tell you about our 
- courses and the thorough, timely ant ditensive training we.cen give you. 
’ Make up your mind to enroll this fall. 


For catalogue, address ROY FRASER, Superintendent a> 
ARBUCKLE INSTITUTE OF ACCOUNTANCY @7 gx’ 
Orange and Hicks Streets _ Brooklyn, N. Y. AB 
(Convenient to the Brooklyn Bridge and Subway) s 
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American Institute of Accountants 
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The regular Annual Meeting of the American Institute 
of Accountants will be held September 17th, 18th and 19th. 


The first session of the Annual Meeting will be called to 
order at 8.30 A. M. on Tuesday, September |7th at Room 
707, Washington Loan & Trust Building, 9th and F Streets, 
N. W., Washington, D. C. 


It is expected that this meeting will immediately 
adjourn to convene at 2.30 P. M. on the same day at the 
Marlborough-Blenheim Hotel, Atlantic City, N. J. 


Meetings of the Council will be held September 16th 
and 19th at Atlantic City. 


TheCommittee on Meetings hopes that there will be a large 
attendance at this important meeting when many matters of 
war-time and professional importance will be discussed. 


Requests for reservations should be addressed direct to 


the Marlborough-Blenheim Hotel, Atlantic City, N. J. 
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Essential Features in a Report for Credit Purposes* 


By R. H. LEAmy 


In preparing a report for credit purposes, the accountant should 
have constantly in mind the fact that he is being relied upon to 
furnish the data from which the banker or prospective creditor 
can arrive at a decision as to whether or not it is reasonably cer- 
tain that the borrower’s paper will be met promptly at maturity; 
or, in case any unexpected and unforeseen contingency arises 
which temporarily delays payment at maturity, whether or not 
the final discharge of the obligation can be depended upon. If 
accountants would keep this idea constantly before them, there 
would be a noticeable improvement in the statements prepared by 
them for credit purposes. 

In a report for credit purposes, the items on the balance-sheet 
should, of course, be segregated under appropriate captions, the 
assets generally coming under the headings “fixed assets,” “current 
assets” and “deferred charges to profit and loss” and the items on 
the right side generally falling under the headings “capital stock” 
or “partnership accounts,” “bonds” (or other long time obliga- 
tions), “current liabilities” and “reserves.” While other captions 
appear on the balance-sheets coming before the busy banker for 
his scrutiny and attention, the foregoing include the items ordi- 
narily found and to which our attention will be confined in this 
article. 

As the banker’s principal thought in deciding on the desirability 
of a loan is the certainty or lack of certainty of its repayment, it 





*A thesis presented at the May, 1918, examinations of the American Institute of 
Accountants. 
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naturally follows that his attention will be first directed to the 
current or quick assets and that they will be subjected to a close 
scrutiny and investigation. The term quick assets includes cash 
and such other items as can presumably be quickly turned into 
cash, such as inventories of material and merchandise, bills and 
accounts receivable, securities owned, etc. 

With respect to the inventory, one of the first things the banker 
will be interested in knowing is whether or not it is the result of a 
physical count. If a physical inventory was taken, was the method 
followed such that the results can be depended upon? Or if book 
records were relied upon in making up the figures, upon what 
basis have the stock records been kept and how trustworthy are 
they? 

Another important point to be considered is the basis adopted 
in pricing the various items listed. Are they at cost or 
market and what is the approximate variation between the two? 
It is a comparatively easy matter to arrive at the unit cost of 
various items of raw material and merchandise purchased ready 
or practically ready for sale, but in the statements of a manu- 
facturing company, there will appear goods in process and finished 
stock, and here the question immediately arises as to whether or 
not the concern maintains an adequate system of cost records 
and, if so, just what items are being included as part of the cost of 
manufacture. 

Has the inventory been inflated by including therein items 
which cannot fairly be considered part of the cost, or, as is 
sometimes the case, is there profit included? Has the clerical work 
in compiling the quantities and in extending and adding the sheets 
been rechecked? Overstatements or understatements of inven- 
tories by substantial amounts frequently result from simple errors 
in calculation. To illustrate a case in point, a clerk’s error in mis- 
placing the decimal point in the unit cost of an item resulted in an 
overstatement of the inventory by about $140,000.00. 

Another matter of very great importance is whether there is 
obsolete or damaged stock included in the inventory. Changes in 
style or in the product occur rapidly in certain lines of business 
and in the statement of such a concern this point should be looked 
into carefully. 

It goes without saying that the report should state if any por- 
tion of the stock is subject to a lien or is pledged as security for 
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the payment of any debt, if there are any consigned goods in- 
cluded, and whether or not the liabilities have been taken up for all 
goods inventoried. 

Next in order come the bills receivable. What proportion of 
them can we reasonably expect will be paid when due? Are there 
included therein some which are either wholly or partly valueless 
and which will have to be extended from time to time as they 
mature and eventually be settled by compromise? Are there any 
which are past due or have already been renewed one or more 
times? Are they all notes of trade debtors taken in the ordinary 
course of business, or do some represent advances or loans to 
employees, officers or subsidiary concerns, or notes accepted in 
payment of equipment or fixed assets disposed of, or even of 
capital stock sold? It is a well-known fact that in certain lines of 
business the more valuable customers buy only for cash or on open 
account, settling promptly at maturity, and that notes are taken 
only from customers who are “slow pay.” Dealers in farming 
implements frequently accept notes payable in instalments over 
long periods and this, if found to be the case, should be covered 
fully in the report. A manufacturer of one variety of farming 
implements, dealing directly with the farmers, accepts in settle- 
ment of goods sold the purchasers’ notes payable in instalments 
over periods of from two to four years. 

It will readily be seen that all of the foregoing queries have a 
distinct bearing on the value of the bills receivable as a current 
asset and unless the points mentioned are carefully inquired into 
and reported on by the accountant, the value of his report to the 
banker will be seriously affected. 

Practically all the foregoing remarks regarding bills receiv- 
able apply also to the item next on the balance-sheet—accounts 
receivable. These must be carefully scrutinized for bad, doubtful 
and overdue items and a sufficient reserve must be provided. 
Prospective allowances in respect of discount, freight, etc., must 
also be estimated and provided for. 

Are there included any personal accounts of officers or em- 
ployees, any advances to allied or subsidiary companies, or any 
open accounts of any substantial aggregate in respect of the sale 
of items outside the concern’s regular line of trade? As regards 
advances to officers or allied concerns, numerous instances can be 
cited where such accounts are carried along from year to year 
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without any effort being made to collect them. Are there any 
debits on account of uncompleted contracts on which payment 
cannot be expected until the contracts are completed, or are any 
of the accounts in the hands of attorneys for collection? 

The geographical distribution of the accounts should also be 
looked into, as it will readily be seen that if a substantial portion 
of a firm’s debtors were located in one section of the country 
and business in that section happened to be adversely affected by 
a crop failure, hurricane or other calamity, the creditor’s concern 
would be in line to suffer a substantial loss on account of bad 
debts. 

Advances to salesmen to cover traveling and other expenses 
should be shown separately, if they aggregate any substantial 
amount. 

The details of the items comprising the open balances of the 
various accounts should be looked into, as instances are numerous 
where the current charges are settled promptly as they fall due, 
leaving old items in dispute unpaid. 

Frequently accounts receivable are sold to discount companies 
or are hypothecated as security for loans, and in such cases it is 
highly probable that the best of the accounts has been taken. Do 
any of the debit balances represent memorandum charges covering 
consigned merchandise? In the ordinary course, such accounts 
do not become current assets until the consignee has disposed of 
the goods. Do one or two accounts make up the greater part of 
the aggregate outstanding? In this case the failure of one of these 
large debtors would seriously cripple the applicant from a financial 
point of view. 

From the foregoing it will be seen that there are many ques- 
tions affecting the value of bills and accounts receivable when 
considered from the viewpoint of whether or not they are quick 
or current assets. Next to cash on hand, it is to these two 
sources that the banker must first look for a repayment of his 
loan, and it will be seen, therefore, that a thorough inquiry into 
these two assets is of vital importance in an examination for credit 
purposes. 

Surplus funds of the applicant may have been temporarily 
invested in securities which can be quickly disposed of and such 
items should, of course, be included among the current assets. 
Securities purchased to obtain an interest in or control of other 
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companies and which are of more or less value to the applicant, 
aside from the interest thereon, should not be classed as current 
assets. The report should give a list of the securities and state 
whether carried at market or cost and if at the latter, how it com- 
pares with the market value. If market prices are not available, 
the approximate value should be given, based on the latest avail- 
able reports of the companies in question. 

On seeing the item “cash in bank and on hand” in a balance- 
sheet with no further comment thereon, the banker is justified in 
assuming that the funds are available for disbursement as re- 
quired, and the accountant should satisfy himself regarding this 
question. Frequently moneys are deposited under a special arrange- 
ment whereby they are not to be withdrawn for a stated period, 
say ninety days, and, furthermore, deposits in banks are fre- 
quently tied up by liens filed against the deposits, in which case the 
amounts may not be available for months. 

Was the amount shown as “cash in office” represented by 
actual currency or cheques at the date of the balance-sheet, or was 
it principally I. O. U.’s? 

The accountant should satisfy himself that the total of the 
cash in banks and on hand is normal for the particular concern, 
having in mind the nature of the business conducted and business 
conditions generally. It frequently occurs that a substantial cash 
balance is built up in anticipation of heavy disbursements to be 
made, such as dividends to be paid, and that what was a satis- 
factory balance in the bank on, say, December 31st, may dwindle 
to almost nothing on January 2nd. 

While the banker will look first to the current assets for a 
repayment of his loan, in case of an insufficiency of these, he will 
have to fall back upon the fixed assets along with the other 
creditors, provided there are no prior claims on these properties. 
The report should cover, in a general way, the assets of this nature, 
stating whether or not they are subject to mortgages, etc., and 
whether or not they are being maintained in an efficient condition. 
The accountant should satisfy himself that only actual additions 
and improvements have been capitalized and that proper provision 
is being made for depreciation. A point of particular interest to 
the banker is whether the properties involve heavy carrying 
charges without any corresponding increase in the income. 

The deferred charges at the date of a balance-sheet are of no 
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particular interest to the banker. They should be looked into a 
general way, however, to insure that the current year’s operations 
are charged with the proper proportion of such items. 

Current liabilities consist generally of bills and accounts pay- 
able and accruals for salaries, wages and other charges falling due 
in the near future. 

The report should subdivide the bills payable into at least four 
classes: notes sold through brokers, notes discounted at the 
applicant’s own banks, notes given in settlement for merchandise 
and raw materials purchased and notes given to individuals, such 
as officers, stockholders, employees, etc. Needless to say, the 
report should state the approximate amount falling due each month 
subsequent to the date of the balance-sheet, together with the 
interest rates. Information should be given, also, as to the amount 
of notes of similar classes outstanding at various dates in the past, 
as this is of value to the banker in determining whether or not 
the applicant is generally dependent on borrowed funds for the 
conduct of his business and how near the limit of his credit he may 
be at the moment. 

Notes to officers, stockholders, employees, etc., should be 
inquired into carefully as they may possibly be secured by liens 
on some of the assets. Of course, special mention should be made 
of the fact in case it is found that any of the notes or other lia- 
bilities are secured by liens or mortgages on any of the assets, as 
well as of the fact that notes have been given for purposes outside 
the ordinary business of the applicant, if such is found to be the 
case. 

The accounts payable should be covered in the report in about 
the same way as the bills payable. If there are particularly large 
items in the list, these should be looked into and commented on. 
The accountant should also satisfy himself that all accounts pay- 
able and other liabilities applicable to the period under review are 
taken up in his accounts. 

Reserves covering liabilities actually incurred and falling due 
within a reasonable time should be included among the current 
liabilities, and reserves for depreciation, bad debts, etc., should, of 
course, be deducted from the assets to which they relate. 

Long time obligations, such as bonds, mortgages, etc., should 
be investigated and commented on, as they are generally secured 
by a mortgage on the fixed assets at least and sometimes may be a 
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lien on the current assets. Furthermore, it is quite possible that 
some of these liabilities fall due in the near future, and in any 
event the interest falling due regularly is a current liability. If 
the provisions of the mortgages securing such liabilities are not 
being complied with, the fact should be reported. 

An important point frequently overlooked in reports for credit 
purposes and one of decided interest to the banker is that of con- 
tingent liabilities. Liability on account of notes discounted, 
endorsements for allied or subsidiary concerns, accommodation 
endorsements, liability on contracts for the construction of build- 
ings, purchase of equipment or raw material, and similar matters 
come under this caption. These should be covered fully in the 
accountant’s report, as they have a decided bearing on the desira- 
bility of the loan from the banker’s point of view. 

A good illustration of the importance of such items is the case 
of a concern manufacturing farming implements, which recently 
reported at the year-end current liabilities of about $500,000.00. 
On going through the contract file, however, it developed that con- 
tracts had actually been signed prior to the year-end for additions 
to plant and equipment involving an expenditure of some $800,- 
000.00, the work to commence in the immediate future. 

A profit and loss account should be submitted with the income 
and expenditures classified under appropriate captions, and, if 
possible, this statement should show the operations for at least 
three or four years, arranged in comparative form. If compara- 
tive figures for several years are submitted, the accountant must 
satisfy himself that the figures for all periods are prepared on the 
same basis. Instances are frequent where concerns make a liberal 
provision for depreciation, etc., in prosperous years and reduce, or 
even eliminate, the same item in lean years. Occasionally, a basis 
of inventory valuation is adopted differing materially from the 
basis used the year before, and some concerns show a tendency to 
charge to capital during lean years items of a nature which are 
absorbed in operating expenses during prosperous years. 

Increases or decreases in the sales should be looked into. A 
recent investigation of a manufacturing concern disclosed a sub- 
stantial increase in sales when compared with the operations of the 
preceding year, but on closer investigation it was disclosed that 
the increase was due entirely to the fact that large orders had been 
received from two new customers. Had this new business not been 
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obtained, the sales for the last year reported upon would have 
shown an actual decrease. 

The foregoing remarks include some of the more important 
points to be covered in a report for credit purposes. However, 
each individual case has its peculiar features which must be 
looked into and reported on, and the accountant must keep in mind 
at all times the fact that the banker is relying upon him to disclose 
all the material facts in the case. 
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Corporation Organization and Accounting* 


By Wiixi1aAM H. Bei 
II. 
CapiTaAL StocK RECORDS 

The laws of some states prescribe the records of stock out- 
standing which shall be kept by corporations. The only require- 
ment in the state of Missouri is that corporations must “keep a 
book in which the transfers of shares of stock shall be registered, 
and another book containing the names of its stockholders.” This 
requirement can be fulfilled in the case of small corporations by 
the stock certificate book and the general ledger, but all except 
very close corporations should keep a stock ledger and stock cer- 
tificate book, and corporations whose stocks are widely held should 
also keep a stock transfer book. 

Large corporations frequently employ one or more trust com- 
panies as registrars or transfer agents, or both, in which case the 
trust companies keep all records relating to capital stock. 

A stock ledger is a simple record showing, as to certificate 
numbers and shares, the stock issued to, transferred from, and 
held by each stockholder, with dates. Some ledgers also show 
from whom and to whom stock was transferred. There has been 
considerable discussion by writers on accountancy as to whether 
stock issued should be debited or credited to the stockholder in a 
stock ledger. As a matter of fact it is utterly immaterial and 
there is no occasion for heading the columns Dr. and Cr.; how- 
ever, if all the accounts were in the general ledger they would be 
credits. 

A stock certificate book is merely the stubs of the stock cer- 
tificates, which show the essential facts as to the certificate issued, 
including from whom transferred, and often bear the signature of 
the stockholder as a receipt for the certificate. It is customary 
to paste canceled certificates on the stubs. Thus a complete list of 
stock outstanding may be compiled from the stubs still open. 

When a stock transfer book is kept it is not customary to keep 
stubs of certificates, although it may be done. This book shows on 
one side the certificates canceled, and on the other certificates 





*A thesis accepted by St. Louis University in partial fulfillment of the requirements 
for the degree of master of commercial science—1918, 
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issued—as to date, name, certificate number and number of shares. 
Obviously, the two sides must balance. This record is used as a 
medium for posting to the stock ledger. 

Separate records are usually kept for each class of stock, but 
it is convenient to show the total holdings of each stockholder in 
the stock ledger by means of columns for each class. As a result 
of a reorganization, common stock may be issued pro rata to pre- 
ferred stockholders, or vice versa, both being evidenced by the 
same certificate. In such cases a combination transfer book might 
be used to advantage. 

The method of recording subscriptions to capital stock has been 
described in the foregoing. If an auxiliary ledger be kept it may 
be a simple stock form. 


TREASURY STOCK 


There appears to be much misapprehension on the part of busi- 
ness men regarding the meaning of the term treasury stock. 
Treasury stock is capital stock that has been issued by a corpora- 
tion for value and subsequently comes into its possession by gift 
or purchase. It should be distinguished from unissued stock. 
When a company holds some of its stock in the treasury the 
capital liability should not be changed, but the stock should be 
carried as an asset. However, the treasury stock may be deducted 
on a balance-sheet, to show the stock outstanding. 

In most states there is some restriction on purchase of their 
own stock by corporations if they have debts, the principle being 
that creditors would thereby be deprived of their security. The 
Missouri law provides that a corporation may not buy its own 
stock but may take it in consideration for the surrender of an 
overdue note, and resell it, where such action is clearly in the 
interest of the corporation. The majority of occasions for a cor- 
poration holding its own stock are where the stock is issued to a 
promoter for property or services and donated to the corporation 
to be sold for the purpose of providing working capital. This pro- 
cedure is quite customary in the organization of mining companies. 
A slight variation, but with no essential difference, is where 
common stock is donated to a company to be given to purchasers 
of preferred stock. Such stock is frequently held by a trustee, 
and not entered on the books, which appears to be preferable in 
most cases. 
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Authorities differ as to the proper valuation of treasury stock 
on the books. In the opinion of the writer, the valuation should 
depend upon the circumstances of its acquisition and the intention 
as to its disposal. 

If the stock is acquired in settlement of a debt, in accordance 
with the Missouri law it must be sold within a reasonable time, 
and therefore it would seem that no good purpose would be served 
by appreciating or depreciating it to par. Adjustment would of 
course be made, charging or crediting profit and loss, upon disposal 
of the stock. 

If the corporation is permitted by law to purchase its stock and 
hold it indefinitely, which is in effect a reduction of capital stock, 
it would seem that the book value should be adjusted to par. In 
such cases appreciation on account of discount should be credited 
to a special reserve account and in no event be considered as earned 
surplus available for distribution as dividends. On the other hand, 
any premium paid is virtually a purchase of the proportion of sur- 
plus pertaining to the stock and should therefore be charged 
against surplus. The balance of surplus belongs to the holders of 
the stock outstanding. Treasury stock cannot be voted, nor can 
dividends be paid on it. 

If the stock is donated to the company, whatever value is placed 
upon it should be credited to a reserve account as explained above, 
which in this case might be called donated capital or any other title 
sufficiently descriptive. In the opinion of the writer this value 
should be nominal, but a value should be placed upon each share, 
say one dollar. Then when the stock is sold any excess realized 
will be credited to the reserve account, or if the stock is given as a 
bonus the entry setting it up as an asset will be reversed. When 
the stock has all been disposed of, the balance of the reserve 
account may be allowed to remain or may be credited as a reduc- 
tion of the capital investment (asset) accounts for which the stock 
was Originally issued. While this latter is unquestionably prefer- 
able from the standpoint of conservatism, it would seem desirable 
to conform throughout the records to the position taken in the 
beginning that the stock was fully paid, which would, of course, 
be nullified by crediting the property accounts with donated 
capital, as such. However, if it is desired to reduce the assets, 
the donated capital account should be transferred to profit and loss 
and an equivalent amount charged to that account and credited to 
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the property account as depreciation or amortization. In any event 
the corporation should not treat the donated capital as surplus from 
which dividends may be paid. 


REDUCTION OF CAPITAL STOCK 


A reduction of capital stock outstanding by redemption or 
conversion must be authorized by the secretary of state, and, in 
Missouri, must not diminish the stock outstanding to an amount 
less than the corporation’s liabilities. 

A company may redeem its preferred stock, for example, in 
accordance with its charter, at 110 per cent. This premium is 
chargeable to surplus, as explained in the case of treasury stock 
purchased at a premium. 

If a corporation is found to be over-capitalized, a majority 
of the stockholders (in Missouri) may vote to reduce the par value 
of the stock or reduce the number of shares, to be applied pro 
rata to all stock outstanding. This action does not affect each 
stockholder’s interest in the business, as there is no change in the 
actual assets, but it results in a book profit equal to the amount 
of the reduction. However, it would be very unwise to consider 
such a profit as available for dividends. The following entries are 
suggested to record such a reduction of capital stock: 


RD GONE nok cccecaes othe dibieianiaaa ee $200,000 
NE ID. 5.5.6 teternntcvnaccnns $200,000 


For reduction of common capital stock 
from $400,000 to $200,000 by calling 
in old stock and issuing one share of 
new for each two of old, in accord- 
ance with minutes. 


SEE EPPS $200,000 
To property (or goodwill)............. $200,000 
For depreciation of book value of ; 
equivalent to reduction of capital 
stock, in accordance with minutes. 





Such entries should always be made through the profit and 
loss account. 
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ORGANIZATION EXPENSES 


Almost invariably, corporations incur considerable expense in 
organization—legal fees, organization taxes, perhaps commission 
on sale of stock, etc. Obviously, it would not be proper to charge 
such items as expenses of the first fiscal period; nor, in the judg- 
ment of the writer, should they be permanently capitalized, 
although a corporation could not be severely censured for doing so. 
They should preferably be charged to organization expenses 
account, which should be carried as a deferred charge until the 
directors decide to write it off, when it should be amortized by 
charges to profit and loss over a period of not more than three to 
five years. It may be said, however, that the United States 
treasury department will not permit deductions for organization 
expenses in computing net income for the imposition of the income 
tax. 

Organization expenses should include all expenses and losses 
incurred by the corporation up to the time of the beginning of 
normal operations, that is, during construction, experimental and 
developmental periods. It sometimes happens that a new manu- 
facturing company, especially one employing secret processes, etc., 
may make some sales before it can be considered as having really 
commenced operations. 

Frequently, organization expenses are combined with goodwill 
and shown in one account. There can be no serious objection to 
this, but it should not be advocated, as there is little likelihood 
that the goodwill will be written off. Being acquired in considera- 
tion for capital stock issued, goodwill is presumed to be worth its 
face value at organization, and if it does not enhance in value there 
is little probability of there being any surplus against which to 
write it off. On the other hand, organization expenses represent 
dissipation of the capital invested, even though the manifest pur- 
pose is to enable the company to do business. 


DIVIDENDS 


The method of distributing the profits of a corporation to its 
stockholders is by the declaration and payment of dividends. 
Regardless of the amount of a corporation’s net income, if in the 
judgment of the board of directors it is inexpedient to distribute 
such income for the reason that the money is needed as working 
capital or as a reserve fund, the stockholders have no right to a 
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distribution. However, cases are numerous in which minority 
stockholders have brought successful legal actions against boards 
of directors to compel them to declare dividends when it could be 
shown that the directors were not acting in good faith but were 
paying themselves, as officers, large salaries and concealing the 
true profits, or that the funds were not actually needed in the busi- 
ness. But it may be stated as a general rule that this subject is 
largely left to the discretion of boards of directors. 

It is illegal in all states to pay dividends out of capital. The 
Missouri law provides that directors voting to declare and pay 
a dividend while the corporation is insolvent, or that will make 
the corporation insolvent, or that will impair the capital, shall be 
jointly and severally liable for all debts of the corporation then 
existing or that will be contracted while they are in office. 
Directors who are absent from a meeting when such a resolution is 
adopted, or who cause their dissent to be recorded in the minutes, 
are absolved from liability. While it is not difficult to determine 
insolvency in a practical sense, that is, inability to pay debts, it is 
unfortunate that there is n> well recognized standard whereby it 
may be determined in doubtful cases whether a corporation’s 
capital is impaired. Such a standard would comprehend the 
application of adequate rates of depreciation of property, proper 
valuation of inventories, etc., and would accord witi: sound 
accounting principles generally. It may be said that conditions in 
regard to the general adoption of proper accounting methods are 
improving because of the activities of professional accountants, 
commercial associations and public commissions and, to no small 
degree, to the imposition of income taxes and the promulgation of 
rules governing the determination of taxable income. 

Dividends are declared at a certain amount per share, or per- 
centage of par value, of the certain class of stock outstanding 
(exclusive of treasury stock). It is customary for companies 
whose stock is listed on an exchange to stipulate in the declara- 
tion that the dividend will be paid on a certain date to stock- 
holders of record on a date a few days prior, and that the transfer 
books will be closed, permitting no transfers, for a certain number 
of days following the date of crediting the dividend. Any sales 
of stock between the date of crediting and the date of payment 
would be “ex-dividend,” that is, the dividend would be paid to the 
seller, who was the holder of record. 


174 








Corporation Organization and Accounting 


Proper accounting requires that upon declaration of a dividend 
it be charged on the books to profit and loss or surplus and credited 
to dividends payable, the payments, when made, to be charged to 
the latter account. This is especially necessary if the date of 
closing the books intervenes between the date as of which declared 
and the date of payment—otherwise the payment may be charged 
to profit and loss or surplus. However, the former procedure is 
preferable for the reason that the declaration of a dividend con- 
stitutes the creation of a liability to the stockholders, which can 
only be rescinded by the directors if it has not been made known to 
any of the stockholders except themselves or if it is ascertained 
before payment that the declaration was illegal. 

A corporation’s liability to a stockholder on account of a divi- 
dend declared may be applied as an offset to a debt due to the cor- 
poration by the stockholder. 

Preferred stock, even cumulative, is no different from common 
stock regarding the necessity of declaring dividends thereon. 
However, as dividends on preferred stock are considered by most 
issuing corporations as virtually fixed charges, the same as bond 
interest, it is not unusual for directors to declare dividends on pre- 
ferred stock to be paid regularly until revoked. 

Dividends may be declared payable in property other than cash. 
For example, many dividends have been recently paid in Liberty 
loan bonds and Anglo-French bonds. 

If a corporation has accumulated a large surplus the corre- 
sponding assets of which are needed in the business, it may change 
the form of the stockholders’ ownership by declaring a stock divi- 
dend and converting the surplus into stock. If in doing this it is 
necessary to increase the authorized issue of stock, authority will 
have to be granted by the secretary of state and the tax will have 
to be paid, as already explained. To record a stock dividend only 
one entry is necessary, viz., charging surplus and crediting capital 
stock. 

It seems clear that the corporation has parted with nothing 
in paying a stock dividend, and therefore the stockholders have 
received nothing. Assuming that a corporation had capital stock 
of $100,000 (1,000 shares, par value $100), and surplus of $50,000, 
and that it paid a 50 per cent stock dividend (the entire surplus), 
the only change in the status of each holder of ten shares of the 
original stock is that whereas he owned 10/1000, or 1 per cent, of 
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the net assets of the business ($150,000), now he owns 15/1500, 
the same percentage, of the same property. There has been a great 
deal of discussion of this question, particularly with reference to 
the income tax. The income tax law of September 8, 1916, as 
amended by the law of October 3, 1917, specifically includes stock 
dividends as income of the recipients “to the amount of the surplus 
so distributed.” As a matter of fact, nothing is distributed, except 
that the stockholder has now two pieces of paper instead of one. 
The United States supreme court has held that, under the income 
tax law of October 3, 1913, stock dividends did not constitute 
taxable income. However, that law has been repealed, so that the 
validity of that provision of the present law will probably be tested 
in the courts. There may be some justification for the tax but if 
stock dividends are to be taxed all other undistributed income 
should be similarly taxed. 

There is another form of dividend, although it is not called by 
that name. It is customary for taxes on bank stocks to be assessed 
against the holders, but payable by the banks, at the rates prevail- 
ing in the various counties, etc. As these taxes are paid for account 
of the stockholders, the banks have a right to be reimbursed by 
them. This is usually effected by deducting from dividends or, 
probably more frequently, by adjusting the charges upon the basis 
of the highest rate of tax, so that the status of the stockholders is 
equalized by paying to each one or for his account as taxes the 
same amount per share. In whatever manner adjusted, or even 
though no adjustment be made, the stockholder has actually 
received the equivalent of a dividend and has actually paid his 
proportion of the tax. This principle is recognized by the income 
tax regulations. 

So far, we have considered only dividends representing distri- 
butions of earnings. The subjects of dividends in bankruptcy 
and in dissolution present no problems worthy of special mention, 
but distributions by a going concern on account of capital are 
deserving of discussion. 

There is a popular notion, especially among stockholders of 
companies owning and operating mineral, timber, oil, and quarry 
lands, buildings on leased ground, etc., that such companies are 
exempt from the general rule that the original capital must be kept 
intact, and are consequently permitted to exhaust their capital by 
distributing to stockholders the balance of their surplus accounts 
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without making provision for depletion or amortization of mineral 
deposits, stumpage, etc. As the writer makes no claim to being 
an authority on corporation law, he can only state that there 
appears to be no legal sanction for this belief, but, as the provision 
of law to the effect that capital may not be impaired by the pay- 
ment of dividends is solely for the protection of creditors and 
stockholders, in the absence of any protest by them to distribu- 
tions consisting partly of income and partly of return of capital, 
the courts have no occasion to interfere. 

The theoretical result of distributing to stockholders the profits 
without providing for depletion, etc., is that upon exhaustion of 
the property (or termination of the lease, when the property 
reverts to the lessor), and after all liabilities are paid, and the 
net profits shown by the surplus account distributed to stock- 
holders, only two accounts remain on the books, property and 
capital stock—there being no property, the capital stock is value- 
less. However, examples of such a procedure are now rare, as 
most corporations whose products are obtained from natural 
deposits or growth charge their cost of production with the cost 
(actual or estimated) of the material removed, crediting their 
property accounts. The principle is well illustrated by a com- 
parison of two coal mining companies—one leasing and the other 
owning its property. The former pays a royalty of a certain 
amount per ton mined, which is charged to cost; the latter has 
paid for its coal in advance by buying the property ; therefore cost 
should be charged at a rate per ton representing the total cost of 
the property divided by the estimated total tonnage—the property 
account being credited. Under such a method, the total net profit 
shown by the books may be distributed and after the property is 
exhausted and all liabilities paid the capital stock account will be 
offset by cash or some investment thereof other than property. 
Manifestly, if adequate provision for depletion be made by charges 
to surplus, any distributions to stockholders not in excess of the 
credits to surplus are dividends out of income. They can con- 
stitute repayments on account of capital only to the extent that 
they exceed the credits to surplus. 

Some mining corporations in making provision for depletion 
of mineral deposits credit the amounts to reserves instead of to 
the property accounts. Then they make distributions to stock- 
holders, in addition to regular dividends, said to be out of the 
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depletion reserves and therefore constituting repayments on 
account of capital. If the distributions were actually charged to 
the depletion reserves, the provisional charges to surplus would be 
nullified, as the net book value of the property would not be 
reduced; but the distributions would constitute repayments on 
account of capital only if the entire net income credited to surplus 
had been paid out as dividends. In those cases coming under the 
writer’s observation, the distributions are not charged to the 
reserves. Regardless of the bookkeeping entries, if the company 
makes provision for depletion, the rule stated above holds, namely 
that any distributions to stockholders, under whatever designa- 
tion, constitute repayments of capital only to the extent that they 
cause a deficit to be shown in the accounts. 

It may be stated as a general proposition that dividends should 
not be paid out of donated working capital, surplus created by 
revaluations of assets or surplus paid in by stockholders. This is 
in the interest of conservatism and for the protection of prospective 
investors and creditors. Payment of dividends is almost cer- 
tainly to be construed as an evidence that the business is pros- 
perous, whereas it may be actually losing. Under ‘the present 
abnormal conditions, nearly all corporations could make large 
paper profits by revaluing their buildings and equipment upon the 
basis of reproduction cost less accrued depreciation. The interest 
of creditors may be jeopardized by the payment of dividends from 
surplus which has not been actually earned, through the depletion 
of the assets or the creation of a liability, as a corporation may 
borrow money to pay dividends. 

Although this principle applies to premiums on the sale of the 
original issue of capital stock, in the opinion of the writer there 
is no similar argument against the distribution of premiums on 
sales of subsequent issues, which would not command a premium 
unless the company had surplus assets or earned a commensurate 
return. In that case, the purchaser of the new stock pays for his 
proportion of the surplus assets or of the intangible value of the 
business at that time, and thereafter each of his shares has an 
interest equal to that of the old stockholders. There seems to be 
no reason for not distributing as a dividend the premium on new 
stock if desired. Although part of such premium will be returned 
to the payers, the old stockholders are compensated for their share 
of the old surptus. 
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Assume that the stock of a corporation, par value $300,000, 
has a book value of $450,000, or 150 per cent, and additional stock, 
par value $100,000, is sold at book value. Then the company will 
have capital stock of $400,000 and surplus of $200,000. It declares 
a dividend of $50,000, representing the premium on the sale of the 
new stock. Of this dividend, $12,500, or 25 per cent. of the 
premium paid, will be returned to the purchasers of the new stock, 
and the old stockholders will receive $37,500 in consideration for 
the equivalent amount of the old surplus (25 per cent. of $150,000) 
relinquished by them. 

There is no objection to a company’s distributing in the form 
of stock dividends any amounts of surplus paid in or taken up as 
revaluation of assets, because as has been explained before, the 
company parts with nothing and therefore no interest will suffer. 
However, it should be remembered that under the present income 
tax law, stock dividends are considered taxable income of the 
recipients to an amount equal to the earnings so distributed, 
although those representing appreciation of assets are specifically 
excluded. ; 

AFFILIATED COMPANIES 

The decade from 1900 to 1910 witnessed the formation of most 
of the great industrial combinations of this country. These so- 
called trusts were the inevitable outcome of wasteful competition. 
Some of these combinations were effected by mergers, the physical 
properties being acquired by one of the competing companies or 
by a new company, which operated the other plants as branches, 
but in perhaps the majority of cases a holding company was 
formed, which acquired a controlling interest in the operating 
companies through stock ownership. There are also many holding 
companies whose subsidiaries are not engaged in what would 
otherwise be competitive business; for example a system of oil 
companies may consist of producing, pipe line, refining, tank car, 
tank wagon and other selling companies. 

The stocks of the subsidiary companies acquired are usually 
paid for with the stock of the holding company, either by exchang- 
ing with the individual holders or through an intermediary. 
Therefore, the stocks of the subsidiary companies owned will be 
valued at the par value of the stock of the holding company issued 
therefor. Usually such stocks constitute virtually the entire assets 
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of the company, and dividends thereon are its sole source of 
income. 

When a group or system of operating companies, such as the 
oil companies cited above, is subsidiary to a holding company, 
the policy may be so controlled as to effect an arbitrary and dis- 
proportionate distribution of profits. For example, an oil pro- 
ducing company may sell to its affiliated refining company at cost 
or at a profit, and the refinery may sell to its distributing company 
at cost, a reasonable rate of profit or the price to the consumer. 
Consequently, the operating results of any of the subsidiary com- 
panies seldom reflect their true profits, that is, what their profits 
would have been in the absence of manipulation or other influences, 
and the accounts of the holding company and subsidiaries must 
be consolidated to afford a true view thereof. In the preparation 
of a consolidated statement of profit and loss, to show the correct 
sales, cost, etc., it is necessary to eliminate all inter-company trans- 
actions. For example, sales by one subsidiary to another must be 
eliminated from the sales of the former and the cost of the latter ; 
and dividends or interest paid by a subsidiary to the parent com- 
pany must be eliminated from the charges of the former and the 
credits of the latter. 

Following is a consolidated balance-sheet of two companies, 
showing eliminations, which exemplifies the preparation of such 
statements under most conditions: 











Company 
ASSETS Total Eliminations A B 
ree $200,000 $200,000 
Stock of company B (1) $240,000 $240,000 
DN ebincwteis ite own 50,000 30,000 20,000 
Accounts receivable. 100,000 (4) 50,000 50,000 100,000 
Inventories ....... 80,000 80,000 
eee $430,000 $290,000 $320,000 $400,000 
LIABILITIES 
Accounts payable...$ 70,000 (5) $ 50,000 $120,000 
Capital stock (includ- 
ing $20,000 mi- 
nority stock of 
company B) .... 320,000 (2) 180,000 $300,000 200,000 
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Profit and loss sur- 
plus(including $8,- 
000 applicable to 
minority stock of 


company B)..... 40,000 (3) 60,000 20,000 80,000 





yo errere $430,000 $290,000 $320,000 $400,000 








The eliminations are explained as follows: 
Stock of company B held by company A: 
(1) Book value, company A.......... $240,000 
Ce Wer We 6:0500000660secasbeegen 180,000 


(3) Excess of book value over par value, 
deductible from surplus......... $ 60,000 
Advance by A to B, $50,000, carried as: 
(4) Account receivable, company A.... 
(5) Account payable, company B....... 
Having made the above computations, the consolidated balance- 
sheet may be stated more concisely as follows: 





Assets : 
PE 5 ns ndd6kksedereneeeeeeennee $200,000 
RE iio sd hin na ee eee eee 50,000 
Accounting receivable ................ 100,000 
DEES, 4. 00s met dadicsoeesaeketen 80,000 
pe ee ree $430,000 
Liabilities : 
I BO 566 9:0:t ieniavnnwenail $ 70,000 
Minority stockholders of company B: 
ef errr: $ 20,000 
PED 4o00-40s0ssenannnal 8,000 28,000 
Equity of stockholders of company A: 
Peer $300,000 
IEE: 4 :h'o 00 sale elebeeinine 32,000 332,000 
y Ree mE a Se $430,000 








The Journal of Accountancy 


When there are more than two companies, the procedure is the 
same. All inter-company balances should always be eliminated, 
but there are often exceptions in actual practice in case of 
uncleared current items the adjustment of which would unneces- 
sarily interfere with the clerical routine. In these cases the smaller 
balance should be eliminated, leaving the remainder in accounts 
receivable or payable. 

BONDS, ETC. 

In contradistinction to the investment by stockholders, a 
great deal of the permanent capital of corporations is borrowed, 
being evidenced by long-term bonds or notes. These obligations 
are usually secured by the property of the issuing company, but 
may be unsecured, as debentures and income bonds. In addition 
to long-term or funded debt, corporations frequently issue similar 
securities with earlier maturity to provide working capital. 

Missouri corporations may issue bonds only with the consent 
of a majority of the capital stock outstanding, and the bonds 
issued must not exceed the authorized capital stock. They may 
issue stock in exchange for bonds outstanding by consent of two- 
thirds of the capital stock. 

Bonds and long-term notes (they are essentially the same) 
may be sold at a discount or premium, depending upon the rate 
of interest, the security, condition of the money market at the 
time of sale, etc. However, the instances where bonds are issued 
at a premium are somewhat rare, owing largely to the fact that 
few issues bear a rate of interest higher than the effective rate 
demanded by investors, and also to the practice of underwriting 
by banks or syndicates, which usually exact a considerable 
remuneration. 

In addition to loss sustained on account of discount on bonds, 
issuing companies frequently incur considerable expense in con- 
nection with the issue, for legal expenses, engraving, trustees’ 
fees, etc. Also, unless the issue is under-written, there are usually 
commissions to bankers or brokers. All these expenses, together 
with the discount, constitute cost of the use of the capital in 
addition to the interest paid periodically, and should be charged 
against income accordingly; that is, discount and expense should 
be charged to a suspense account and amortized proportionally 
over the term of the bonds. When the entire issue of bonds 
matures at one time the amount of discount and expense to be 
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written off each fiscal period is ascertained by simply dividing 
the total by the number of fiscal periods in the life of the bonds; 
but when they mature serially or are subject to redemption 
through a sinking fund or otherwise, it is necessary to adjust the 
charges to income so that the unamortized balance will always 
correspond with the bonds outstanding. This is easily under- 
stood if it is kept constantly in mind that discount, etc., is in 
effect additional interest; and the amortization charges through- 
out the term of the bonds should always bear the same relation 
to the current interest charges. Assume, for illustration, a 6% 
bond issue of $100,000, dated January 1, 1918, maturing as 
follows: 


Janeway 1, TER ccsncccscsa $20,000 
Jommaty 1, Bi Ricocedvevccs 30,000 
Suemney 1, TBs see ceeds 50,000 


These bonds were sold at 97% and the expense incident to 
the issue was $780, a total discount and expense of $3,780. The 
apportionment will be shown by two methods: 

(1) Based upon bonds outstanding: 





gg rrr rerre cr rr re $500,000 
ee GO POM. i oc ncdccicecsunsaeae 80,000 
Se OO ES WO. oc cccdsccccscusedaue 50,000 
WOE 6h0040b8sdbiiassnnneennadane $630,000 

First 5 years (1/5 each) 
500/630 of $3,780...... $3,000 
Sixth year ....— 80/630 of $3,780...... 480 
Seventh year...— 50/630 of $3,780...... 300 
Teleh Goo, WA. 5 6 cc cdcdacnc’ $3,780 





(2) Based upon interest charges: 
Interest to be paid: 


First 5 years (on $100,000)........... $30,000 
Sixth year —(on $80,000)........... 4,800 
Seventh year—(on $50,000)........... 3,000 

WE ec cdsccacecbidesscseneeerean $37,800 
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Ratio of total discount, etc., to total interest 10% 
First 5 years (1/5 each) 

—10% of $30,000...... $3,000 

Sexth year ....... —10% of $4,800...... 480 

Seventh year..... —10% of $3,000...... 300 

I. | WER. 6 6 hi scene cede $3,780 





Thus it will be seen that when the date of redemption of the 
bonds is fixed—not necessarily as to specific bonds—the appor- 
tionment of discount and expense may be determined in advance. 
When, however, bonds are otherwise redeemed before maturity, 
it is necessary immediately to charge to profit and loss the 
unamortized proportion of discount and expense on such bonds. 
Bonds may not generally be redeemed before maturity unless so 
provided in the mortgage. 

The treatment of premium on bond issues (from which should 
be deducted expenses) is precisely the opposite of the foregoing. 

Many bonds are redeemable, under certain conditions, at a 
premium, and sometimes it can be foreseen with reasonable cer- 
tainty that they will be. In such cases provision should be made 
for the payment of the premium by establishing a reserve, 
the contra charges against income being determined in the same 
manner as amortization of discount. Indeed, premium on 
redemption and discount on issue are different only in that the 
former is deferred. 

Many bonds carry a provision to the effect that periodical 
payments shall be made by the issuing company into a sinking 
fund for the retirement of the bonds. These instalment payments 
may represent a certain proportion of the total amount of bonds 
issued (computed with or without regard to compound interest 
accretions) or may be based upon tonnage mined, feet of timber 
cut, etc. The fund may be invested in the company’s bonds, or 
in other securities—if in the company’s bonds, they may be kept 
alive (drawing interest) or may be canceled. 

At whatever price a company’s bonds are purchased for a 
sinking fund, if kept alive they should be carried at par, adjust- 
ment being made by crediting profit and loss for a discount and 
charging it for a premium, unless a reserve has been provided 
for the premium, as explained above. If interest is paid on 
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the company’s bonds held in a sinking fund it should be credited 
to income or, preferably, the charge for interest should be 
reduced. 

It is usual for the mortgage trustee to have the custody and 
control of sinking fund assets. The accounts representing those 
assets may be carried in the name of the trustee or otherwise, 
but, in the opinion of the writer, the best form is, for example: 
sinking fund for first mortgage bonds—cash; also,—bonds,— 
accrued interest, etc. The accounting is simple. When cash is 
paid to the trustee the cash account is charged; when he makes 
any investments, entries will be made, based upon his report, 
crediting cash and charging bonds (or whatever the investment 
may be) ; when he receives interest, if it has been accrued, charge 
cash and credit accrued interest. Whatever profit or loss there 
may be on account of sinking fund assets must be reflected in 
the profit and loss account. 

Perhaps most of the sinking fund clauses in mortgages pro- 
vide, evidently as an additional safeguard to the interest of the 
bondholders, that the sinking fund instalments must be paid out 
of earnings. Such a provision is illogical and should be ignored 
if possible. Bonds are invariably issued to pay for permanent 
capital assets. It being assumed that due provision is made for 
depreciation or depletion of the property during the life of the 
bonds, there should not be a double charge against income to pay 
for the property. There should only be a segregation of assets 
sufficient to liquidate the obligation at maturity. If amounts 
equivalent to the payments are charged against income they can 
only be credited to a reserve or appropriated surplus account, as 
the property should stand on the books at cost—less depreciation, 
as aforesaid. At the maturity of the bonds they will be liquidated 
by means of the sinking fund assets. The reserve will then be 
left intact, and, there being no further excuse for its existence 
as such, it becomes surplus, available for dividends. The effect 
or tendency is to deprive the stockholders of dividends during 
the life of the bonds to the advantage of the newer stockholders. 

Whatever has been said regarding the fallacy of providing 
sinking fund reserves for redemption of bonds applies also to 
sinking fund reserves for retirement of preferred stock. 

Bonds may be payable, principal and interest, to bearer or 
they may be registered as to principal only or as to interest as 
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well, and therefore be transferable only by assignment. Bonds 
registered as to interest are analogous to stock, i.e., the interest 
is paid by cheque to the holders of record; those registered as 
to principal only or not registered have interest coupons payable 
to bearer. 

As to bearer bonds, the only records necessary to be kept, 
other than what may be required in connection with the income 
tax, are those relating to canceled coupons, as explained in the 
following. If any of the bonds are registered, the amount 
thereof should be shown by the general ledger, for the purpose 
of control. A detail record of registered bonds should be kept, 
showing the number, denomination, date issued, name and address 
of holder, name of the transferee and the number for which 
transferred. If the bonds are also registered as to interest, the 
record should provide for notation of the payment of interest for 
each semi-annual period. Sometimes these records are kept by 
the issuing companies, but more frequently by the trustees. 

Interest in the form of coupons is almost invariably payable 
through the trustee under the mortgage. Some companies, in 
making the semi-annual payments, charge accrued interest and 
credit cash, thus treating the whole debt as discharged, but the 
preferred method is to charge the trustee with the cash in a 
coupon account. Then, as the trustee submits the coupons as 
vouchers, that account is credited and accrued interest charged. 
The canceled coupons are usually pasted in a book containing a 
sheet or section for each bond. 


RECEIVERSHIPS AND TRUSTEESHIPS 


In certain circumstances of financial embarrassment the man- 
agement of a corporation may be committed by a court to one or 
more receivers; and if the corporation is adjudged bankrupt the 
creditors will elect one or more trustees who will take over the 
business, for the purpose of realization and liquidation. 

As the receivers and trustees are fiduciaries in respect of 
both stockholders and creditors, and accountable to the court 
making or ratifying their appointment, they should exercise the 
utmost care in the keeping of their accounts. It is always prefer- 
able to open new general books for a receivership or trusteeship, 
but it is not considered necessary to open new books when 
receivers are succeeded by themselves as trustees. 
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In taking over the accounts, the capital stock and the surplus 
or deficit, as such, may be ignored by the fiduciary, the balancing 
account being the estate account, representing the book value of 
the assets, less liabilities, of the estate taken over. Except as may 
be prescribed by law, it matters little at what values the assets 
taken over are set up in the accounts of the fiduciary, as any 
profits or losses in realization will be credited or charged, respec- 
tively, to the estate account. 

If the business is continued, even temporarily, by the fiduciary, 
separate accounts must be kept to show the results of his opera- 
tions and any liabilities incurred by him. It frequently happens 
that a receiver turns failure into success and the business reverts 
to the stockholders. 

In bankruptcy it is the duty of the trustees to realize on the 
assets for the benefit of, first, the creditors, and second, the stock- 
holders. If any balance remains after all liabilities have been 
paid it is apportioned among the stockholders. On the other 
hand, if it is found that any stock has not been fully paid, either 
by reason of a discount having been granted (which is illegal) 
or of instalments being unpaid, the trustees can enforce payment 
of the balance. However, an original subscriber is not liable for 
the unpaid portion of his subscription if the stock was sold by 
him to a bona fide purchaser and the instalments due at the date 
of sale had been paid. As a rule, the liability of a stockholder 
is limited to the par value of his stock, but stockholders of 
national banks and of other financial institutions in some states 
are liable to the extent of twice the par value. 

Missouri corporations, if insolvent, may voluntarily dissolve 
if authorized by a majority vote of the stockholders; they may 
if solvent by a two-thirds vote. However, the sale of the entire 
property requires unanimous consent of the stockholders. The 
president and directors become trustees to settle the affairs of a 
corporation in voluntary dissolution. There are no important 
accounting questions involved in the dissolution of corporations 
other than those mentioned above. 


MISCELLANEOUS ACCOUNTS PECULIAR TO CORPORATIONS 


Most of the distinctive corporate accounts have been discussed 
but there are a few that have not been mentioned or that are 
worthy of elaboration. 
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In a sole proprietorship or partnership the capital investment 
is represented by one or more capital accounts, to which are 
transferred at the end of each fiscal period the balances of the 
profit and loss and drawing accounts. In a corporation, the 
original capital, capital stock, remains at the same figure and the 
accretion or diminution resulting from operations and withdrawals 
(dividends) is carried in one or more accounts variously called 
surplus, profit and loss, undivided profits, etc. In addition to 
these are various forms of appropriated surplus, that is, surplus 
set aside for a certain purpose and therefore not available for 
dividends—e. g., additions to property through income (or sur- 
plus), reserve for sinking fund, reserve for contingencies, etc. 
The interstate commerce commission, in its Uniform Classifica- 
tion of Accounts for Steam Railroads, treats provision for uncol- 
lectible accounts receivable as “appropriations of income” and 
includes the balance of the reserve in “appropriated surplus not 
specifically invested,” but in the judgment of the writer there 
can be no net income or surplus to be appropriated unless due 
provision has been made for uncollectible accounts. 

Many corporations, notably railroads, have an income account, 
as a clearing account for the various items comprising net income, 
the balance being transferred to profit and loss. The use of the 
terms profit and loss and surplus is very divergent, but when a 
surplus account is kept it usually represents the final surplus from 
operations for the period, charges for dividends and only such 
adjustments as affect the operations of prior periods or pertain 
to capital rather than to income—such as profits or losses on sales 
of plant property, fire losses, etc. The more general practice of 
commercial corporations, and probably the most satisfactory, is 
to have only a profit and loss account, to which is transferred 
the net income and to which dividends are charged and miscel- 
laneous adjustments are applied. 

Banks frequently sell their stock at a premium for the pur- 
pose of establishing a surplus, and some banks are required to 
set aside a portion of their earnings until a certain amount of 
surplus is established. In the latter case, the surplus should at 
least not be diminished, and in all such cases the surplus is looked 
upon as fixed. The free surplus of financial institutions is gener- 
ally carried in an undivided profits account. Such institutions 
may from time to time, by resolution of the directors, set aside 
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a part of undivided profits as surplus, but such surplus may be 
utilized to offset losses sustained or may be paid out in dividends. 

Mention has already been made of the desirability of not 
crediting to the general profit and loss or surplus account purely 
capital profits such as premium on sale of original stock issue, 
donated capital, appreciation of property, etc. These may be 
credited to separate accounts with appropriate titles or to capital 
surplus account—as distinguished from profit and loss or earned 
surplus. 

On a balance-sheet the various accounts representing the 
stockholders’ equity in the business may be shown separately, 
among the liabilities, as: 


EE i oo ch wines cena headed $1,000,000 
Reserve for sinking fund.............. 100,000 
Ge GE Be GIs in. 5:0: 55.4000%65 400,000 


or may be grouped under one heading—e. g.: 


Excess of assets over liabilities, repre- 
sented by proprietary accounts, as 


follows: 
GT MEE cca xdkdeerecesdveceaneue $1,000,000 
Reserve for sinking fund.............. 100,000 


Prete amG lose sept... 0 .scicccesvas 400,000 





It would seem that this latter, or some such arrangement, is 
especially desirable when the capital stock has no par value. If 
there is a deficit in the profit and loss account it may be shown 
under the assets or may be deducted from the capital stock. 

The appropriated surplus account “additions to property 
through income” represents the cost of additions and betterments 
to capital assets which was charged against income as expense 
and subsequently capitalized without crediting income. This is 
an evidence of ultra-conservatism, but there can be no objection 
to the practice as long as there is no effort at concealment. 

An important class of intangible assets that has not been 
mentioned is franchises. From an accounting point of view there 
is little distinction between a franchise and goodwill, except that 
the former frequently has a definite limit of time beyond which 
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it is valueless if not renewed. If such is the case, provision 
should be made for the amortization of the asset so that the 
book value will be extinguished at the termination of the period. 
Much has been said and written regarding the value of a munici- 
pal franchise granting a monopoly to a public service corpora- 
tion. Such a franchise is valuable only to the extent that it 
furnishes a basis for earning power in excess of the tangible 
property and the intangible assets, such as the value of the 
organization or system; and its value is subject to change due to 
increases and decreases in operating costs (the revenues per unit 
being nearly always fixed) and to the growth of the city in popu- 
lation and area. It would be impracticable to give expression in 
the accounts to the true value of a franchise of this character. 
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Procedure In a Bank Audit 
By F. Tuuttn, C.P.A. 


The average public accountant has very little to do with bank 
accounting in the installation of banking systems. He has some- 
what more to do with the bank audit, but not as much as his 
function legitimately entitles him to. Heretofore the bank audit 
has been conducted by a state, federal, clearing house or internal 
examiner with varying degrees of thoroughness and certainty— 
in many instances, without any clear, well-defined standards of 
auditing procedure. 

There is a tendency, very subdued it is true, whereby the 
offices of practising accountants, particularly those certified from 
leading states, are being recognized by the banking fraternity as 
having potential value for the banker. Some of the leading 
accounting firms of the country, therefore, are making a bid for 
this form of business and, the writer understands, not without 
some degree of success. This tendency is given impetus by the 
increasing recognition of the accountancy profession by the federal 
reserve board. 

While considerable has been written on the subject of bank 
auditing, the method of treatment has been somewhat unsatisfac- 
tory in that the detailed procedure was not noted and furthermore 
certain principles were not brought out as effectively as they 
should be. 

The bank audit should cover four primary questions, to wit: 

1. Is the institution solvent? 
2. Is the institution being defrauded by any of its employees or 
officers ? 


3. Is the institution obeying the law? 
4. Is the policy of the institution a sound one? 


THE SOLVENCY OF THE BANK AND THE HONESTY OF ITS 
EMPLOYEES AND OFFICERS 
To determine the question of the bank’s solvency and of the 
honesty of the employees of the institution, the first procedure 
on the part of an auditor is to verify the balance-sheet of the bank. 
The balance-sheet of a bank, as any other balance-sheet, is the 
summary of the assets and liabilities. In a verification of the 
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documentary or physical assets of the balance-sheet, the points of 
inquiry which should be foremost in the auditor’s mind are: 

1. Are there any inclusions in the assets, good in themselves, 
which do not rightfully belong there, such as items not duly 
credited, items charged up to the proper account but doing 
double duty, etc. ? 

2. Are there any inclusions in the assets which are not of any 
value, such as fictitious items or items of no credit worth, etc. ? 

The book assets belonging.to the bank are governed by other 
considerations to be noted. 


First STEPs OF AN AUDIT 


The examination of a bank ordinarily begins with the auditor’s 
assuming control of the tangible assets. This control is usually 
exercised by his affixing his seals to the vaults, safes, boxes and 
other receptacles containing the tangible assets of the bank. If 
these tangible or documentary assets are needed from time to 
time by the officers and employees of the bank to transact the 
bank’s ordinary business, the auditor makes due note of such 
items, in a memo. form or on the bank record. j 


AupiIt oF CasH 

The first asset item verified is cash. As the counting of the 
cash is merely mechanical, some auditors or their assistants do 
not count every bill, but count merely the packages containing 
bills of $5 or of a larger denomination. The $1 and $2 bills are 
usually put up in $50 and $100 packages. An experienced handler 
of money can tell whether or not the package contains approxi- 
mately the amount noted on the back. It is, however, advisable 
to count a package here and there, in order to catch any systematic 
shortcounting in the packages. 

The silver coin, if in considerable quantities, can be weighed 
instead of counted. As the coin is ordinarily put up in sacks 
containing $500, the weighing process is sufficient, though it 
might be well to open the bags to ascertain whether or not they 
actually contain silver and do not contain iron washers, etc. 

The coin represented by the baser metals, such as copper and 
nickel, are usually put up in sacks or in coin wrappers. As a rule, 
the auditor accepts the count without opening the sacks or coin 
wrappers. If the silver is carried in coin wrappers, the auditor 
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ordinarily does not open the packages. If there is any cause for 
suspicion, it might be advisable to open the packages occasionally 
in order to ascertain whether or not they actually contain money. 

The gold coin should be counted, if practicable, as in this way 
the short weight coins will be brought to light. The gold coin of 
a bank may be light weight, and allowance should be made for the 
loss due to abrasion, if the item is considerable. The gold bullion 
of a bank should be weighed and should correspond to the unit 
of measurement of the United States government—23.3 grains 
per dollar. Except in the large banks, the verification of the gold 
coin or bullion is not a difficult task. 

The total of the cash, as gathered from the tellers’ cash, and 
the reserve cash should equal the total of the cash carried on the 
general books. If there is a shortage and it is unexplained, the 
deficit must be traced and properly accounted for. A deficit 
unaccounted for does not necessarily indicate dishonesty, but it 
does indicate a diminution of the assets, and the carrying value 
of the asset must be correspondingly reduced. 

In an examination of the cash of a bank, the very character 
of the asset being examined makes it unnecessary to take into 
consideration the questions of fictitious or valueless inclusions, 
except in the case of counterfeits. 


Aupit oF CLEARING House EXCHANGES 


The exchanges for the clearing house, after the bunch totals 
have been taken, should have attached to every package a verifica- 
tion slip. These slips are signed and returned direct to the auditor 
when the banks on which the cheques are drawn receive them. 
The bunch totals correspond to the total carried on the books. 
The auditor, however, should not rest content when the verifica- 
tion slips are returned duly signed. The important element in 
the verification of the clearing house items is the condition of the 
clearing house returns and report. The returned items and report 
may reveal ’ 


1. Items which are fictitious and deliberately executed to cover 
a shortage. These items are uncovered by being traced to 
the originating credit. 


2. Items which are valueless, but genuine, and should be charged 
to profit and loss. 
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3. Items deliberately charged into clearing house exchanges 
which have already been charged to other sources—for 
instance, a cheque which has been charged back to a customer 
and put through the clearing house again without a corre- 
sponding credit, but has been used to cover up temporarily a 
deficit or an abstraction by the teller. An item cannot do 
double duty. 


4. Cheques returned in the clearings that seemingly have been 
missorted, and are in fact drawn on the bank being audited, 
should be given a careful scrutiny to make certain that they 
have not already been charged to the individual or country 
bank books. In most institutions it is comparatively easy to 
procure an uncanceled cheque that has been run through the 
books but has not yet been canceled and sorted with the other 
canceled cheques of the customer. 


5. Items which have never been credited to an account—for 
instance, a cheque received and put through and no credit 
given the customer. 


6. Forced footings or other clerical or intentional inaccuracies. 


Avupit oF CAsH ITEMS 


The same six general principles which pertain to the auditing 
of clearing house returns apply to the auditing of the cash items. 

Items due in the future should be examined to make certain 
that credit has already been given to a customer. Usually the 
amount so carried is small and will cover only a temporary petty 
theft or dishonesty. If, however, the amount is small and unde- 
tected, it may make the offender bolder in the future; therefore, 
failure to detect the practice may incur a future danger. 


AUDIT OF OUTSTANDING TRANSIT 

The records designating the transit items outstanding for 
collection are totaled and compared with the total carried on the 
general books. 

The verification of the outstanding items can be made by 
checking the remittances for a certain period of time after the 
audit and then sending verification notices on the unpaid out- 
standing items; or verification blanks can be sent out at once to 
the banks to which the items had been sent for collection. The 
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latter is the preferable way. The returned items should be scruti- 
nized with the same six general principles in mind which obtained 
in scrutinizing the returned clearing house items and cash items. 
The old outstanding items should be scrutinized as to the offsetting 
credit origination and the reason for their being unpaid should 
be ascertained. It may well be that the item should be charged 
to profit and loss or is fictitious. 


Aupit or AMOUNTS DUE FROM BANKS © 


The amounts due from banks are verified by totaling the 
balances and requesting statements from the various banks. Any 
discrepancy is brought to light by checking the statements against 
the books of the bank being examined. Items which have been 
charged to banks with which an account is kept and which have 
not been credited should be verified in order to ascertain whether 
or not they have been received. 

The advices of payment are examined, and the returned items 
are given the same careful attention which is given the returned 
items of the clearing house exchanges and outstanding transit. 

Where the drafts issued against a bank are credited to the 
account, as is the practice in most institutions, the draft register 
should be scrutinized. Any draft numbers recorded as being 
canceled or unused should be sustained by a canceled or spoiled 
voucher. The supposed spoiled or canceled voucher may actually 
cover an issued draft, the purchase price of which is covering a 
temporary shortage. 

Old drafts which have recently been marked off should be 
checked against the statement of the charge made by the corre- 
spondent bank. If any suspicion is entertained that the accounts 
have been tampered with, all the paid drafts should be checked 
against the statements rendered or vouchers returned. This is the 
only accurate method of uncovering items falsely marked off as 
paid. 

The question of further precautions to be taken with the issu- 
ance of drafts is noted in subsequent pages. 


AUDIT OF INVESTMENTS 
In the audit of the bank’s investments, the important item to 
note is that the securities correspond with the description and 
number carried on the bank’s record. By carefully comparing the 
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name and number, the auditor can detect any temporary substitu- 
tion of securities. It may be well, in some instances, particularly 
in regard to new investment purchases, to trace the purchase in 
order to ascertain whether or not it is an actual purchase and not 
merely a substitution. 

If any securities are held by the United States or state authori- 
ties, or by a correspondent bank for safe-keeping, or as collateral 
to a loan, the verification of such fact, together with numbers and 
descriptions, should be procured from the correspondent bank. 

The auditor’s attention in a general way should be directed 
toward the market value of the securities. A temporary drop in 
the market should not and need not be written off, but if a drop in 
the market price has been continued for some time, a writing-off 
of the securities to correspond to the market price is justified. 
Any security on which default has taken place and which is being 
liquidated through receivership or foreclosure proceedings is not 
properly carried in the active assets, but is carried in a separate 
designation or is written off. Investment holdings in companies in 
which some officer, director or stockholder is interested should 
also be given careful scrutiny, as an undue amount of favoritism 
has proved the undoing of many an otherwise sound bank. 

The auditor should discourage any paper profits on the books 
—that is, profits made on securities which have not been sold. It 
is a fundamental accounting principle that a profit is not made until 
the security is disposed of. The factors which raised the price 
in one instance may also reduce it in another instance. With the 
federal taxes in force there is not much danger of this practice 
being prevalent. 


AvupIt oF LOANS AND DISCOUNTS 


The audit of the loans and discounts in some respects resem- 
bles the audit of the cash items—that is to say, the auditor, in 
addition to verifying the clerical accuracy of the items and verify- 
ing the discount register and also the customers’ liability ledger, 
should further ascertain: 

1. Are the instruments genuine and proper obligations, if firm 
obligations ? 


In most instances, this inquiry is out of the question in regard 
to all the instruments on hand. But the signatures of instruments 
over a certain amount should be verified to ascertain whether or 
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not they are genuine. If a direct obligation of a customer, the 
genuineness of the signature on the instrument often can be 
verified by comparing it with the signature card used for paying 
cheques; by comparing it with a cheque filed with the current 
canceled vouchers; or, better still, by communicating direct with 
the obligor. If discounted by a customer the genuineness of the 
indorsement can be ascertained in the same way. A tracing-down 
of the corresponding credit which was made when the loan repre- 
sented by the instrument was made is ordinarily prima facie verifi- 
cation. This would be particularly true if the credit were a 
cashier’s cheque or draft which had been canceled and paid and 
could be inspected. This method, however, is not infallible. 
Instruments purchased in the open market can be verified as to 
genuineness by communicating with the obligors, primary or 
secondary. 

The instruments of corporations, etc., should be scrutinized to 
ascertain whether or not the agent has authority, and furthermore, 
if any indorsements are ultra vires. 

While the genuineness of the smaller items in loans and dis- 
counts cannot conveniently be investigated, a verification of instru- 
ments here and there will have a salutary effect on the manage- 
ment. Obviously, the auditor should see that the instruments are 
properly indorsed so as to pass title. 


2. Are the instruments paid? 


Matured unpaid instruments, in addition to being carefully 
scrutinized as to their genuineness and propriety, should be 
examined to see if they are in fact unpaid. These facts can be 
brought to light only by communicating with the makers or with 
the customer who discounted the item. As part payments on 
unmatured instruments are seldom made, it will be extremely 
difficult to check up any payment not recorded. The verification 
of genuineness from the maker will ordinarily disclose a part 
payment which has been made and which has not been recorded. 
The omission of part payments in the entries of a bank arises most 
frequently in the case of demand instruments. A verification of 
genuineness from the maker or customer will, however, disclose 
this fact also. An examination of the last interest charge will, in 
a measure, also do this, particularly when the audit is made soon 
after the last of the month. 
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3. Are the instruments doing further double duty? 


Sometimes instruments which appear in loans and discounts are 
genuine, unmatured and unpaid, but no credit has ever been given 
to anyone, nor has any asset been expended to procure the instru- 
ment. If any instrument has a suspicious tinge, the original credit 
given should be traced. Many instruments which can be thus used 
temporarily come into the custody of the bank—for instance, notes 
sent in for collection. A verification of credit given for all loans 
made within a few days preceding the audit may, in some cases, be 
desirable. This verification can be quickly made from the discount 
register. 


4. The credit of the instruments. 


Whether or not the instruments are signed by persons or firms 
that show the loans and discounts are good credit risks is not 
primarily a question for the auditor, particularly if he be an out- 
side auditor. The federal, state or clearing house examiners, 
however, are given more leeway. This statement is not intended 
to convey the idea that a federal, state or clearing house examiner 
assumes the inquisitional attitude of a credit-man, or to state that 
because he does not approve of such a loan it shall be written off 
the assets or the exceptionable character noted. 

The auditor cannot very well make any remarks about the 
twilight zone of credit worth in regard to loans held by a bank, 
for he would be usurping the discretionary powers of the officers 
or directors of a bank. But the credit status of a particular instru- 
ment in the loans and discounts can be so flagrant that the auditor 
is in duty bound to make note of it. An auditor who is to any 
degree familiar with the local credit situation will soon be able to 
note the cases to which exception should be taken. In any event, 
the credit status of instruments over a certain amount should be 
weighed. 

Obligations signed by officers, directors or stockholders, or 
obligations of corporations in which such persons are interested, 
deserve special attention from the auditor in his examination and 
report. Favoritism not based on true credit worth should be 
frowned on. If flagrant, the auditor should take vigorous excep- 
tion. 

Overdue instruments, particularly if long overdue, should be 
charged to undivided profits or surplus. Such instruments should 
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not be carried as current, but should be at least segregated to a 
special asset account. 

In an examination of the credit standing of the instruments held 
in the loans and discounts account, the collateral which may have 
been deposited as security is examined. And, in a general way, 
the market price, character and genuineness of the collateral are 
taken into consideration. Where the collateral is kept with the 
note, the examination sometimes is comparatively simple—merely 
a comparison of the collateral with the collateral recited on the 
instrument. Any variation can be accounted for by an examina- 
tion of the receipt given by the customer and of the numbered 
collateral receipt book, which, by the way, every bank should have. 
It is the custom in many institutions not to issue receipts. It is the 
writer’s conclusion, however, that this practice is not desirable. 
The customer should sign a receipt or return a receipt given, which, 
in turn, is pasted on the stub of the receipt book. The receipt 
book is particularly desirable where a separate record is kept of 
the collateral, as it is in effect a double check on the collateral 
securities. Where it is desirable outstanding stubs or carbons 
can be checked back against the loans and against the collateral 
record. Any collateral given back, and, through neglect, not 
marked off the record, can easily be checked to the receipt book. 
The collateral on deposit can, of course, be verified by communi- 
cating with the maker of the instrument under consideration, and 
such verification is often desirable. 

Where the borrowers are stock-brokers, whose collateral is 
changing often, the receipt book noted in the foregoing paragraph 
need not be used. The collateral should be verified by communica- 
tion with the broker. 

The general practice in collateral auditing could be made some- 
what stricter. As there is an opportunity for manipulation, it is 
submitted that the collateral held by a bank is deserving of atten- 
tion, although the item does not appear on the bank statement. 
The bank is liable for the securities and, therefore, should keep a 
record by which it is possible, when the institution is audited, to 
effect a fair tracing and checking-up without necessarily communi- 
cating with the customers or checking up with the notes. This can 
generally be accomplished by means of a numerical receipt book. 
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The true conception of collateral is that it is a liability and is 
governed by the same general principles of liability as individual 
deposits, 


MISCELLANEOUS INSTRUMENTS AND SECURITIES 


Somewhat analogous to the audit of collateral is the question 
of the audit of items held for safe-keeping. While it is deemed 
sufficient in practice to check back these items against the book 
record, the receipt record as noted in the foregoing paragraph 
should be used. If any doubt exists, the receipt record can be 
checked against the book record. Usually this is not done. 

The audit of securities kept in trust is made in the same gen- 
eral way as the audit of securities kept for safe-keeping. The 
check against the book record is usually deemed sufficient. But if 
any suspicion exists, the securities and other property should be 
checked against the instruments creating the trust, and if any 
securities have been taken out, sold or matured and paid the pro- 
ceeds should be followed. Receipts or vouchers should be 
examined and checked against trust disbursements. Escrows are 
handled the same way. 

> 


COLLECTIONS OUTSTANDING 


The outstanding collections appearing on the city collection or 
other collection register are usually checked back. It is also desir- 
able to test the larger items marked “paid” to determine whether 
or not credit has actually been given. The larger items marked 
“returned” might also be verified. 

The outstanding items sent out of town are not usually 
verified, but there is no hard and fast rule on this point. 


AvupiItT OF LIABILITIES 


In the foregoing discussion the debit side of the balance-sheet 
was analyzed. 

The audit of the credit side of the balance-sheet concerns itself 
with two classes of liabilities: (1) The creditor liability and (2) 
the capital liability and the accounts that go to make up surplus or 
some division of the capital liability. 

The chief point in the audit of creditor liability is to unearth 
any outstanding liabilities not disclosed on the books. In consid- 
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ering assets, this inquiry is in the opposite direction. The asset 
gives, in itself, a clue to its worth. The liability, however, does 
not appear, but must be unearthed, usually with only a slight clue. 


AupIT oF INDIVIDUAL DEPOSITS 


The first item usually taken into consideration in the audit of 
the creditor liability is individual deposits. 

If statements were sent to all the bank’s customers represented 
in individual deposits—which, by the way, is seldom done—such 
a verification would not tell the whole tale, although it would be 
sufficient to cover the items appearing on the books. An investiga- 
tion, to be thorough, would be carried still farther. 

It is readily perceived that an account which has been ficti- 
tiously charged off entirely to cover a deficit would not be covered 
by this kind of investigation. An auditor, therefore, should 
examine all the closed accounts, the large ones particularly. 

The question is more difficult if the depositor liability has 
never appeared on the individual books. But as most banks 
keep a record of new accounts opened from time to time, and 
made separately from the tellers’ record, such a record may dis- 
close a deposit which has not been entered but is used to cover a 
deficit. If, however, the subordinate data cannot be procured, the 
non-recording cannot be brought to light. 

The auditor does not, as has been previously noted, send out 
statements, except here and there, to the depositors listed in the 
individual deposits: The ledgers are footed and compared with 
the general books. Any changes in accounts which fluctuate very 
little are noted, as such accounts are usually selected for manipu- 
lation. Old accounts which have been closed out should also come 
in for scrutiny. 

Another method by which an overlapping, etc., can be disclosed 
is to examine the larger cheques sent out, of which the indorse- 
ment record is kept by the bank. If the instrument is traced to the 
credit entry, frequently the omitted credit is uncovered. This 
uncovering cannot be done in the case of a cash deposit or of a 
deposit having a clearing house cheque on which no record of the 
indorsement is kept. 

Many institutions have an account known as “unclaimed bal- 
ances.” This account is composed of tail-end customers’ balances 
and ordinarily does not amount to any considerable sum. The 
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mathematical verification of the outstanding balances is usually 
deemed sufficient. If the account shows unusual activity in the 
withdrawals, such activity should be investigated. It may be 
desirable in some instances to trace the entries from the individual 
ledgers to unclaimed balances. 


Avupit oF CouNTRy BANK DEPOSITs 

In an examination of country bank deposits, the auditor verifies 
the clerical accuracy of the total book balances in order to ascer- 
tain whether or not they correspond with the general books. He 
also goes further and procures verifications from the customer 
banks. This is practicable in this instance, as no undue alarm is 
caused and the request is not misunderstood. In the case of any 
other kind of customer, the general sending-out of verification 
slips might not be understood and might be embarrassing to an 
institution. 

The verification would not, of course, bring to light inactive 
accounts which had been closed out to cover a deficit or accounts 
which had been opened but had never appeared on the books of 
the bank. The same general principles noted in considering the 
individual deposits are applicable in considering the disclosing of 
liabilities pertaining to country bank deposits. 


AupIT oF SAvINGs DEPOSITS 

It is a physical impossibility to verify the savings accounts of 
an institution by communicating with the customers, and most 
auditors content themselves with a clerical verification of the 
books. A careful auditor should, however, go farther. Charges 
over a certain sum which have been made to somewhat old 
accounts should be verified as to amount and particularly as to 
the signature. The signature should be traced beyond the signa- 
ture card, in case of doubt, as in many instances it is compara- 
tively simple to substitute a signature card which corresponds 
with the signature on a withdrawal cheque. 


AUDIT OF OUTSTANDING INSTRUMENTS, CASHIER’S CHEQUES, 
CERTIFICATES OF Deposit, DIvIDEND CHEQUES, ETc. 

The first step in the audit of outstanding instruments, cashier’s 
cheques, certificates of deposit, dividend cheques, etc., is to total 
the outstanding instruments. The total outstanding should agree 
with the total carried on the general books. 
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At this point the audit is only partly complete, but in practice 
it usually stops here if there are no suspicious circumstances. If 
there is any reason for suspicion, the audit should be carried 
further. 

A defalcation or a deficit can be covered by the suppression of 
a liability. Marking an outstanding instrument “paid” will accom- 
plish this, although the marking-off is unsupported by the canceled 
instrument. 

The paid entries, particularly of items outstanding for some 
time should be carefully scrutinized and the supporting vouchers 
examined. A supporting voucher in turn should be thoroughly 
examined, as it may be that the instrument has been substituted 
and the genuine one is still outstanding. 

Some institutions pursue the vicious practice of numbering 
instruments of the foregoing kind by long hand or by a machine 
operated in the bank, instead of by heavy printing done by outside 
printers. Where the former system obtains, the paid instrument 
is not necessarily the original. Where the latter system obtains, 
every paid instrument will show its original character. 

By a system of numbering properly the instruments issued by 
a bank, some recording of an instrument must be made, although 
the amount is not necessarily the correct one. Instruments 
recorded as having been canceled, spoiled or for any reason unused 
should be supported by the canceled or spoiled instruments. No 
instrument corresponding in number with a spoiled one should be 
issued. 

If it becomes necessary for the auditor to check back the paid 
items, the task is not so difficult. In fact, it is almost as convenient 
to do so as it is to check the outstanding instruments. To guard 
against the possibility of an old date, prior to the period covered 
by the audit, having been used in marking off an item or of some 
change having been made in the recording on the register, the 
outstanding cheque list of some preceding reconcilement should 
also be examined and checked back. If the instruments supporting 
the paid entries are numbered as suggested, the auditor has done 
everything that can be done to disclose the liability of the bank. 
If the same auditor is employed periodically, the system will, in 
99 per cent. of the cases, unearth any defalcation. 

A defalcation of the foregoing nature can be guarded against 
by a system of internal check—no teller being charged with the 
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duty of marking off the canceled instruments or verifying the 
total of the outstanding instruments. It is possible, however, for 
a teller to short-foot his cashier’s cheques figures in his settlement 
and clandestinely to mark “paid” any instrument which had been 
outstanding for so long a time as to preclude the probability of its 
being presented in the future. The last cheque or other instrument 
issued for the day of the audit should be compared with the 
numerical record to see that there is no gap. 

The auditor, however, has done his duty if he has verified the 
instruments supporting the payment of items over a certain sum 
and, furthermore, if he has called attention to the desirability of a 
correct numbering system for the instruments issued by the bank. 

The verification of the liability on certified cheques is made 
in much the same manner as that of the liability on other out- 
standing instruments. 

It is more difficult to obtain a verification of the payment of 
old outstanding certified cheques, as the bank does not, of course, 
retain possession of these vouchers, but returns them to the cus- 
tomers. The payment can be verified by communicating with the 
customer if there is any doubt as to the legitimacy of a paid entry. 
The certification of the outstanding cheques should be compared 
with the account charged to see if there was a sufficient balance 
when certified. The paid certified cheques can be subjected to a 
like scrutiny here and there. Any notes signed by a bank and not 
recorded can usually be brought to light by an inquiry addressed 
to the banks with which the bank being examined keeps its 
accounts or does business. Ordinarily such a liability is secured 
and is hard to keep under cover. Paid entries should be supported 
by the canceled instruments. Bank acceptances executed by the 
bank are liabilities. Paid entries should likewise be supported by 
the canceled instruments. 


AupiT oF CAPITAL STOCK 

In the audit of the capital stock no particular problem different 
from the ordinary audit is present in the bank audit. The out- 
standing stubs on the stock certificate book should agree with the 
amounts carried on the general books. Stubs marked “canceled” 
or “spoiled” should be supported by canceled or spoiled certifi- 
cates. The auditor should be particularly careful that a good 
system of numbering the certificates is present and that they are 
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not numbered by hand. It is possible for an officer of a bank 
falsely to issue a certificate for a certain number of shares and to 
make the stub entry conform so as to balance with the general 
books, but it is not probable. The supporting canceled attached 
certificates in some instances may be compared with the stubs to 
which they are attached to ascertain whether or not they agree. 

The stock of a bank in most instances is not countersigned by 
a registrar. Therefore, such outside protection is not present to 
lessen the auditor’s duty. The outstanding stub in the certificate 
book should balance with the stockholders’ ledger. 


AUuDIT OF SURPLUS 

The audit of the surplus presents no difficulty, but it is desir- 
able to examine items charged therein to make certain that no 
overcharge has taken place. Sometimes a larger amount is 
charged than is necessary, the difference going to some private 
pocket. A charge, however, properly belongs to undivided profits 
before finding its way into surplus. Charges to surplus should be 
followed to their corresponding credits and vice versa. 


AupIT OF UNDIVIDED PROFITS 

Undivided profits account is peculiar to banking, but is in 
reality a surplus account. The chief office of the undivided profits 
account is to equalize the dividend rate and at the same time not 
to interfere with the surplus account and its semi-rigidity. 

The charge to undivided profits, bad debts, etc., should be 
traced to its source to ascertain if an overcharge has been made. 
Other charges should be traced to the corresponding credits. 

In the overwhelming majority of cases, the surplus and the 
undivided profits present no difficulty to the auditor. 


AupiT OF REVENUE AccoUNTS WHICH ARE ASSEMBLED IN THE 
PROFIT AND Loss ACCOUNT 

The revenue accounts of a bank from the debit aspect gener- 
ally consist of the following items: 

Interest Paid—The interest paid is usually on the savings 
deposits, on individual deposits under certain conditions and on 
country bank deposits under certain conditions. There are, 
furthermore, interest items paid on certificates of deposits and on 
margins. An auditor cannot check back every interest item to 
make certain that everything is correct, but he can examine the 
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account minutely enough to break up and uncover a systematic 
looting through the medium of the interest account. The interest 
items paid on certificates of deposit can easily be verified by check- 
ing back the paid certificates with the entries in the account. The 
checking need only be done here and there if the amount of work 
is too great. 

Interest items on the savings bank deposits usually are com- 
puted twice a year. The point to guard against in this matter is 
to make certain that no excessive interest item is entered on the 
list and credited to the account at the correct interest computation, 
the difference being appropriated by the teller or other defaulting 
clerk. 

Checking-up some of the larger items of interest on the list 
will uncover any system of such milking of the bank’s revenue. 

The deliberate over-footing of the interest total is easily 
detected by a comparison with the credits on the teller’s blotter. 
Such a method of falsification is extremely crude. 

An auditor has done his duty if he verifies the interest totals 
and checks back the larger interest entries in the savings ledgers. 

The monthly interest paid on individual and country bank 
deposits affords a more favorable opportunity for manipulation, 
as the intervals admit of systematic plundering. 

There have been some instances of large amounts abstracted 
in these charges. The amounts every month were not large enough 
to arouse suspicion when compared with those of a preceding 
month, but in a few years the sums were exceedingly large. An 
examination of the interest charges at quarterly intervals will 
uncover systematic looting. An auditor should, therefore, verify 
the credit totals of the interest charge, as any over-footing of the 
charge will then be discovered. But a subsequent juggling with 
an excessive entry of an interest charge in order to bring about a 
reduction to the correct amount cannot very well be uncovered 
unless by accident. The statement sent to the customer can easily 
be altered to indicate that interest has been credited at the correct 
amount. The charge ticket to the account can easily be withheld 
from the vouchers returned to the customer. 

In some institutions the interest credit is made prior to the end 
of the month. If an auditor has an opportunity he should examine 
the interest credits on the statements to ascertain whether or not 
the credits correspond to the items on the interest charge. 
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The credits represented by drafts or cashier’s cheques requisi- 
tions should come in for a careful scrutiny, particularly if the 
account named in the requisition is receiving its credit for interest 
by a credit entry in its account. It may well be that the draft or 
cheque requisitioned was used for personal purposes. In a recent 
defalcation this was the method which had been successfully used 
for some years. 


Exchange Paid—Any peculations in the exchange accounts are 
likely to be of very small amounts. In the larger banks the debit 
exchange is composed primarily of charges made in the collection 
of outstanding transit items. In most instances, checking this item 
in these institutions is out of the question and a comparison of the 
monthly charges is about all that can well be done. 

Where the transit department does not handle any cash, such 
a check is ordinarily ample, as there is not a great opportunity to 
steal. 

Interest Collected—Where the interest collected from bond 
investments is segregated and an account is kept with each kind of 
investment, the verification of bond interest is comparatively easy. 
An examination of the security record will make possible a quick 
auditing of this item. While in the ordinary bank examination the 
bond interest account is not verified, practically such a course is 
often desirable. There are many opportunities present for the 
perpetration of fraud. In large institutions operating investment 
departments, the verification will obviously be somewhat detailed, 
because of the constant changes entailed by purchase and selling 
of securities. In principle it is better to designate bond interest 
separately on the general books. 


Verification of the interest collected on the loans and discounts 
presents a task too detailed and drawn out for a complete check 
to uncover interest paid but not credited to the interest account. 
A check on interest items here and there is not sufficient, because 
it is unlikely that the desired item will be uncovered. The diffi- 
culty in this case is that the individual abstractions are in them- 
selves comparatively small, but, if made systematically, the sum is 
considerable when the peculations continue over a period of 
years. The interest verification with the discount register cover- 
ing a period of two weeks or a month will, however, probably 
uncover any systematic milking of the interest account. 
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Exchange Collected—In a general way the exchange account 
resembles the interest account. The same general remarks in 
regard to verifications hold true except that the verification is 
seldom made, because the detailed work is so involved. As a 
practical matter, in a large bank it is not necessary. The amounts 
which can be abstracted are so small that they will not affect the 
result one way or another. Ina smaller bank the exchange account 
may be verified for some weekly period prior to the audit with the 
deposit tickets showing transit items. Beyond this point an auditor 
cannot very well go. 

Expense—The system of a bank should provide for the proper 
approval, by some officer, of every expense ticket and for a filing 
system by which the charge tickets will be in one place and readily 
accessible when an examination is made. Every ticket should be 
explicit as to the expense item covered. 

The average bank payroll is made up by some one officer who 
makes out the expense ticket, procures the cash from the tellers 
and fills up the pay envelopes. If such a system is in vogue and 
the institution is a large one, the auditor should recommend that 
two officers or authorized individuals work on the payroll. If the 
bank is a small one, the various amounts appearing on the payroll 
might be verified by inquiring of the individuals named on the pay- 
roll. 


COMPLIANCE WITH THE BANKING LAWS 


The banking laws, state or national, ordinarily are directed to 
the following lines of inquiry: 

1. The character of the loans made, which is subdivided into 
the following: 


a. The amount of a loan which a bank can make to an indi- 
vidual, corporation, etc. This is usually limited to a certain 
percentage of the capital and varies with the laws of each state; 
consequently, each state and federal law should be examined. 


b. The collateral security which can be used. Where this limi- 
tation is present, it usually involves a prohibition against the stock 
of the bank lending the money and also against real estate as 
security. The various state laws and the federal laws should also 
be examined on this point. 
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c. The persons to whom the loans are made. Usually the legal 
provision, if any, is leveled against loans made to the bank’s officers 
or directors. 


d. The time for which a loan can be made. This provision, if 
present as a legal prohibition, is to insure liquidity of investments. 
The auditor should be familiar with the state laws on the point. 


2. The amount and character of reserve a bank should carry 
against its deposits. This is regulated by state statutes and the 
federal reserve act. The auditor should be familiar with the legal 
rules, state and federal, on the point. 


3. Miscellaneous provisions. The auditor, in general, should 
be familiar with the state laws in regard to the institution. 


COLLATERAL INQUIRIES 


There are some important collateral questions of which an 
auditor should take careful note: 


1. The composition of the board of directors and the regularity 
of attention given to the bank’s business. An examination of the 
minutes of the board of directors will bring this information to 
light. If the information brought out shows flagrant disregard of 
duty or unfitness for the duty, an auditor can make a judicious 
reference thereto in his report. Loans, particularly large ones, 
should be approved by the board or a board committee. It is not 
desirable, nor at times allowable, to delegate this power to one 
officer. 


2. The by-laws. Any rules prescribed for the conducting of 
the bank’s business should be investigated to ascertain whether 
or not they are being complied with. Disobedience of any salu- 
tary by-law can be vigorously noted in a report. 


3. The system of internal check. An auditor has done his duty 
in most respects when he has pointed out a system whereby a 
defalcation will necessitate the codperation of two or more 
employees. Where such a system obtains, the danger to a bank is 
reduced toa minimum. There are, however, many kinds of defal- 
cation which the internal check will not disclose. In no event 
should a teller have access to the bank ledgers ; nor should a recon- 
ciliation of an account be made by the clerk who makes the original 
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entry on the books. Debit tickets to the various accounts, indi- 
vidual, country bank or general, should be approved by some 
authorized department head. If a bank has a separate record for 
collateral, the clerk who records ordinarily should not also receive 
and give back the collateral. 

The securities held by a bank in its own right, or as collateral, 
or for safe-keeping, etc., should, wherever possible, be drawn out 
in the presence of another person. Many auditors are careless on 
this point, but in a well-regulated institution all securities are taken 
out by two employees. 

An internal check system also includes a due consideration of 
the signature cards of the bank. It is not desirable to allow too 
free an access to the signature cards as there is possibility of a 
substitution of signatures. 


THE REPORT 


The auditor’s report, except by federal and state bank exam- 
iners, has no set form. 

The report should be complete, stating what was done in the 
audit and the condition of assets and liabilities. 

Considerable leeway can be given an auditor, but a good report 
will show more or less: 


1. An analysis of loans and discounts as to some division of 


a. Amounts—for instance, a division having therein the num- 
ber of loans under 5000 
between 5000 and 10000 
10000 and 20000 


b. Character of security. 
one name paper 
two name paper 
collateral secured paper, 
and furthermore a division into kinds of collateral stocks, 
bonds, etc. 


c. Character of borrowers, viz: 
officers, employees and directors and whether or not secured 
corporations 
individuals 
partnerships 
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ad d. Maturity, viz: 
demand notes 
time notes 
overdue notes 


gg 2. An analysis of deposits as to 


a. Amounts—for instance, a division of the accounts showing 
the number of savings accounts, certificates and commercial 
accounts under 5000 

between 5000 and 10000 
10000 and 15000 


q b. Character of deposits 
individual accounts 
corporation accounts 
public accounts 


3. A statement of the application of funds and comparative 
statements of condition between audits. 


4. Condition of the real estate title, although this is also noted 
in describing the steps taken in the audit. 


5. The items, if of any consequence, held as cash items, with 
comment if necessary. 


6. A detailed list of overdrafts and a statement that it was 
verified with officers’ reports. 


7. The bonding of the proper employees and officers. 


8. General recommendation concerning systems and methods 
of recording or other desirable practices. 
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EDITORIAL 


Exemption For Accountants 


The expected has come to pass, and the government is begin- 
ning to recognize the necessity for some sort of conservation of 
the accounting ability of the country. 

Newspapers during the past week carried a dispatch from 
Washington indicating that the treasury department at least has 
awakened to the facts. We quote the dispatch as it appeared in 
the New York Tribune of August 19th. It appeared in practically 
the same form in most of the prominent papers: 


ASKS EXEMPTION FOR EXPERT ACCOUNTANTS 

WasurncTon, Aug. 18.—Expert accountants have become so essential to 
the war-time programme of tax collections that the government is consider- 
ing some step to prevent their being taken for army service and to enroll 
them in a big volunteer reserve similar to that being established for phy- 
sicians. 

There are only about 2,500 certified public accountants and 5,000 junior 
accountants in the United States. Internal Revenue Commissioner Roper’s 
programme for collecting $8,000,000,000 of taxes next year calls for em- 
ploying more than 1,000 of these in government service. 

At present this number is not available, particularly in view of the 
government rate of pay and the fact that nearly every corporation in the 
country is advertising for additional accountants to facilitate industrial 
expansions and calculate heavy federal taxes. This situation has been 
accentuated recently by the drafting of hundreds of expert accountants and 
their assistants to service which does not take advantage of their expert 
knowledge. 

The treasury has suggested to President Wilson that accountants be 
recognized as a class essential to the war, like physicians, dentists and 
chemists, and that they not only be exempt from draft, but that some plan 
be worked out to discourage their voluntary enlistment and to recognize 
their value in civilian service. 


From the beginning of the war the American Institute of 
Accountants has resolutely set its face against anything which 
could be interpreted as an effort to procure exemption from the 
military draft for persons engaged in public accounting. The 
institute has expressed the opinion that nothing should be done 
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to prevent the drafting into the military service of every able 
bodied man within the draft ages. 

In adopting this attitude the institute has, no doubt, to some 
extent been influenced by the splendid spirit of patriotism shown 
by the accountants of Great Britain and her colonies. No pro- 
fession has yielded a larger percentage of its men to the fighting 
forces, and it seemed altogether desirable that the accountants of 
America should not be behind their British brethren. 

The experience of Great Britain, however, is being further 
felt in this country. There it has been found necessary to place 
public accounting among the so-called “certified occupations.” 
This phrase applies to those branches of professional and business 
activity which are indispensable to the conduct of the war. 

The British rule provides that members of certain recognized 
organizations of accountants, over 31 if married, or over 35 if 
unmarried, are exempt from military service, and the same rule 
applies to all accountants’ clerks of ten years’ standing. 

Great Britain has sent into the field a far higher percentage 
of man-power than this country will ever be called upon to yield. 
With a smaller population and a longer participation in the war 
the demands upon the manhood of Great Britain and her posses- 
sions have been tremendous. In the United States, with a vast 
population and delay of nearly three years in entering into the 
war it will not, in all human probability, be necessary to make 
anything like such great inroads on the man-power of the country. 

It might seem, therefore, that the necessity for exempting 
accountants would be less here than in Great Britain; but that is 
not the case. Accounting is an older profession in Great Britain 
and its number of practitioners actually far greater than in this 
country. Various societies of accountants in the British Isles and 
in the colonies have attracted numbers of young men into account- 
ancy, and the status of the profession has been thoroughly estab- 
lished for some years. 

In America, however, the accounting profession has been con- 
fronted by considerable difficulties in its growth, and it is only 
within the last ten or fifteen years that it has obtained anything 
like the recognition to which it is entitled. Since the war began, 
of course, there has been an inescapable demand upon account- 
ants, and today no business man could probably be found who 
would deny the importance of accountancy. 
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For some time the American Institute of Accountants has been 
seriously concerned as to the possibility of meeting the demands 
which government and business are making upon the profession. 
Great numbers of men have gone into military work, thus deplet- 
ing the staffs of many of the large accounting firms and sending 
some of the smaller firms entirely out of practice. 

In the face of this decrease in personnel has come the abnormal 
increase in demand, and we have now reached a point at which it 
is practically impossible to obtain the services of accountants for 
some of the undertakings which should be given to their direction. 

When the “work or fight” regulations were issued there was 
some misunderstanding of the classification of accountants, but 
this has been entirely cleared up by the action of the provost- 
marshal general. Public accountants as such do not come under 
the regulations of the provost-marshal general’s department. In 
other words, a man in a deferred classification of the draft will 
not be obliged to give up his work as a public accountant in order 
to undertake some other activity. 

This elucidation of the rulings is a distinct relief. 

However, something further must be done. With the exten- 
sion of the draft ages to include a great majority of practising 
public accountants, it seems perfectly reasonable that the com- 
missioner of internal revenue and other government officers 
should begin to be anxious. 

The American Institute of Accountants may not depart from 
the attitude which it has taken in regard to deprecating exemption 
from military duty, but with the facts before it we doubt exceed- 
ingly if the institute will do anything to prevent such exemption 
in the case of properly qualified accountants. 

That point raises one of the most difficult questions which will 
be encountered—namely, a determination who shall be and who 
shall not be exempt under the exemption called for by the com- 
missioner of internal revenue. There is, unfortunately, a consid- 
erable army of gallant persons who would be glad to assume the 
cloak of accountancy, if by so doing they could procure for them- 
selves protection against the shells of the Hun. Perhaps it would 
be better to say they would seek to assume the cloak. 

The office of the institute has been besieged by persons pro- 
fessing to have accounting ability who were imbued with the 
desire to serve the country in an accounting capacity, believing 
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that by so doing they would not be left in the category of men 
eligible for the draft. Many of these have displayed no evidence 
whatever of even a bowing acquaintance with accounting. 

If this condition has prevailed when there was no certainty 
of exemption for accountants, it may readily be imagined how 
great will be the pressure of applicants for recognition as account- 
ants if exemption be specifically provided. 

This is a difficult question and one that will require careful 
consideration. 

At the outset it seems that two things must be borne in mind. 


The first necessity will be a regulation somewhat similar to 
that adopted in Great Britain whereby accountants, engaged in 
practice, will be exempt over a certain age or at all ages as the 
requirements of the case may dictate. It will not be sufficient to 
provide that certified public accountants shall be exempt, because 
the fact is that there are great numbers of men legally rated as 
certified public accountants who have not practised accounting 
and have no intention, apparently, of doing so. 

There are others whose experience has been brief and whose 
knowledge is superficial. 

A considerable practice record should be required of every 
accountant before placing him in the exempt class. 


The second necessity will be the designation of competent 
judges to determine the qualifications of persons claiming to be 
accountants. Not all practice is valuable. The man who keeps 
the grocer’s book from nine to five may write up the shoemaker’s 
books from five to six and the baker’s books from six to seven. 
Such a man often describes himself as a public accountant. 


In determining the incidence of exemption there should be a 
board qualified to judge, and upon the recommendation of that 
board the war department should act. 

Other difficult problems will arise in the effort to bring about 
an adequate and not too elastic exemption, but no doubt they will 
be overcome in due time. 

Viewing the problem as a whole it seems to us that while it is 
always deplorable to make a class exemption in time of war, if 
such exemption is ever justified, it is now in the case of account- 
ants, physicians, chemists and possibly a few other classes of men. 
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Cost-Plus Contracts 


From time to time since the government embarked upon its 
plan of purchasing goods upon a cost-plus-percentage-of-profit 
basis we have commented upon the developments of the theory. 

There is much to be said against the principle of paying for 
goods a price representing cost and a percentage of profit. It is 
so difficult to prevent undue inflation of cost that the whole prin- 
ciple has been condemned by many careful thinkers. 


As the forms of contract develop with the progress of the war 
there is a continuing improvement in the restrictive clauses. The 
latest form prepared by the pay corps of the navy is one of the 
best which has been brought to our attention, and we publish it 
herewith for the information of readers: 


N. S. A—535%4.—Purchase. 6-1-18. Contract No 


STANDARD MANUFACTURING COST-PLUS-PROFIT CONTRACT 


[All correspondence relative to inspections, deliveries, damages, payments, 
etc., hereon, must refer to the above contract number.] 


This contract, of two parts, made and entered into this 


re 


SPE sccndstnedtvnscess le Se Mace Bt BE UII, vk oiteadivcwedewess 
FEE I PES COTTE , party of the first part, and 


the Unitep States, by the Paymaster General United States Navy (Chief 
of the Bureau of Supplies and Accounts), acting under the direction of 
the Secretary of the Navy, party of the second part, Witnesseth, That, for 
and in consideration of the payments hereinafter specified, the party of the 
first part, the contractors and their personal and legal representatives, 
hereby covenant and agree to and with the party of the second part, as 
follows, viz: 


1. The contractors will make the necessary outlays in advance and 


manufacture, furnish, and deliver ............cccecccccscccesecs to the 
department, in conformity with specifications dated..................--.. 
CPamo@iiiet No. ......0-+> eS ere eee which 


said specifications and drawings shall be deemed and taken as forming a 
part of this contract with like operation and effect as if they were incor- 
porated herein. The department may make changes as necessary in size 


EE Nocbecdteescnececene to be manufactured under this contract. 

2. The contractors will begin to furnish and deliver said............. 
ie as oa ecanendessneiianebmaees ME B26 ds pebhindadeudee.s 
I S55 i <a er bs cas: g Sina ie ea ae eo leak 
ET CBee dbognkendes606etnsesceseaseventedes from the date hereof at a 
RCA Cenc cakeeddnsdbeednudes per month, 


3. Contractors have the right to anticipate and make deliveries of any 
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or all of said ....... OE eT PN ee TT 
prior to the delivery dates shown in the above schedule. Inspection at the 
contractor's plant and acceptance Of ......cccccccccccccccccccccccesocece 
by the department shall constitute delivery by the contractors. 


_ 4. The provisions of this contract, and the specifications and the draw- 

ings aforesaid may be changed by the department, but no such change 

—_ be made except on written order of the Paymaster General of the 
avy. 


5. It is further covenanted and agreed that in carrying out the provisions 
of the contract no person shall be employed who is undergoing sentence of 
imprisonment at hard labor which has been imposed by a court of the 
United States, or any State, Territory, or municipality having criminal 
jurisdiction ; that the contract is upon the express condition that no Member 
of or Delegate to Congress, nor any person belonging to or we in 
the naval service is, or shall be, admitted to any share or part therein or 
to any benefit to arise therefrom except as a member of a corporation; and 
that any transfer of the contract, or of any interest therein, to any person 
or party by the said party of the first part shall annul the same, so far as 
the United States is concerned. 


completed and accepted hereunder and also actual cost of production, 
defined in subparagraphs (a) to (e) below. No profit will be allowed on 
costs under subparagraph (e). On such manufacturing work covered by 
this contract as the contractors may by specific authority of the Department 
procure on subcontracts, the profit allowed to the contractors will be one- 
half of the above-stated profit if the above-stated profit is a percentage on 
cost; if the above-stated profit is a lump sum, the profit allowed to the 
contractors will be reduced by an amount equal to...............4. anatase 
per cent. of the invoice cost of such subcontract work. 


(a) Cost of all direct labor definitely ascertainable as necessary for and 
employed exclusively in the manufacture of the articles contracted 
for hereunder; but no labor shall be charged direct if labor for 
similar purposes, such as supervision, handling materials, tool- 
room expenses, etc., is charged as overhead expense to work other 
than that covered by this contract. 

(b) Cost of all direct material definitely ascertainable as necessary for 
and devoted exclusively to the articles contracted for hereunder ; 
but no material shall be charged direct if material for similar 
purposes is charged as overhead expense to work other than that 
covered by this contract. The cost of direct material shall be the 
net cost to the contractor, i. e., invoice cost less cash, trade and 
quantity discounts, plus duty, import expense, freight and drayage 
paid by the contractors. Scrap resulting from this contract shall 
belong to the department or at the option of the department a 
proper amount representing the value thereof shall be credited to 
the costs chargeable to the department under this contract. 

(c) A proper proportion of overhead expenses. By the term “overhead 
expenses” is meant the indirect labor and other manufacturing 
expenses and the general and administrative expense of the con- 
tractors. It does not include interest; advertising; selling and 
collection expenses; excessive salaries; extraordinary repairs to 
buildings, or any other items properly chargeable to capital 
account; credit losses and customers’ discounts; legal expenses 
incurred in connection with the adjustment of this contract with 
the department, or any legal expenses having no relation to this 
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contract; expenses incurred in connection with the issue of new 
stock or bonds; deferred charges having no relation to this con- 
tract; income, profit, and capital-stock taxes imposed by the 
United States Government. Depreciation at fair rates to be 
approved by the department will be allowed only on such property 
and equipment as is owned and being used by the contractor in 
the performance of this contract. Rental charges paid by the 
contractor for productive utilities will be analyzed as between 
(a) interest and profit, (b) maintenance, repairs, depreciation, 
taxes, insurance, etc., and only items under (6) will be allowed 
as an overhead expense. 

(d) The foregoing items of cost shall apply as above specified to all 
labor, direct or indirect, and material involved in the manufacture 
of product under this contract, whether the same be actually 
pol ve to product accepted or not accepted by the department, 
provided that in the judgment of the department the contractor 
takes due precaution to prevent carelessness and unnecessary 
damage to material. 

(e) Cost of necessary machinery and equipment, patterns and drawings, 
and temporary structures needed for the utilization and protection 
thereof acquired exclusively for and devoted solely to Navy work: 
Provided, That the acquisition or construction of all such property 
by the contractors shall be approved in advance by the department. 
The title to all such property shall, without further payment on 
the part of the department, vest in the department, and on termi- 
nation of the contract the department may remove such machinery 
and equipment, patterns and drawings, and the materials of such 
temporary structures, or it may sell the same as provided by law. 
All materials, machinery, equipment, patterns, drawings, appurte- 
nances, supplies, etc., paid for under this contract by the depart- 
ment become thereby the sole property of the department and are 
left in the possession of the contractors only for the purpose of 
this contract, and such machinery, equipment, patterns, drawings, 
and temporary structures shall be devoted exclusively to the pur- 
poses of this contract. Tool charges shall be fixed by the depart- 
ment to cover such use for other work by the contractor of the 
Government’s machinery and equipment as may be approved, and 
such tool charges shall be deducted from the costs chargeable to 
the department under this contract. 


7. The contractors will use every endeavor to perform their obligations 
under this contract to the satisfaction of the department and to obtain the 
materials, machinery, equipment, appurtenances, supplies, services, etc., 
required for the performance of this contract at the lowest possible prices, 
and shall in no case pay higher prices than are or would be paid for similar 
materials, etc., purchased at the same time and under like circumstances 
and conditions for other work in progress in the plant. Specifications and 
guarantees of all materials, machinery, and equipment, and the agreements 
under which such are purchased shall be subject to the approval of the 
department. 

8. Higher rates of pay for labor shall not be allowed under this contract 
than are usually paid for similar work: Provided, That nothing herein 
shall be construed to prevent the contractors from assigning work in 
divisions or pieces at prices or rates considered reasonable. 

9. Subject to inspection and acceptance of materials, equipment, etc., by 
the proper production inspectors, payment shall be made on the basis of 
actual expenditures made by the contractor under items (a) to (e) above 
and all proper accruals for overhead expense (item c), provided that all 
such accruals other than depreciation are adjusted within the life of the 
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contract to actual cash expenditures. Payments shall be made monthly by 
the department within ten days after submittal of bills in sextuplicate, 
certified in such manner as shall be directed by the Secretary of the Navy, 
to cover the approved actual cost for the previous month, as defined by 
items (a) to (e), inclusive, of paragraph 6, together with the profit accrued 
during the period. When necessary, special reimbursements shall be made 
not oftener than weekly for labor rolls, material bills, and also items under 
paragraph (e¢). The contractors shall take advantage of all discounts avail- 
able, and when unable to take such advantage shall promptly notify the 
local inspectors of their inability and the reasons therefor. 

10. The contractors shall keep or cause to have kept full and accurate 
accounts and records pertaining to this work and to all expenses proratable 
to this work, and all such accounts and records shall be open at all times 
to the department and its representatives, and such statements and returns 
relative to the expenditures shall be made as are directed by the department. 
No change shall be required in the present methods and principles of keep- 
ing costs, provided the department finds them adequate for the convenient 
and accurate determination of the proper charges against the department. 
So far as practicable, the contractors shall maintain a complete separate 
system of accounts for Government work. All information obtained from 
the contractors’ accounts and records shall be treated as confidential. All 
books and records pertaining to the contract shall be preserved until at 
least two years have elapsed after final settlement of the contract. 

11. All orders, prices, and awards for materials, etc., which is to be 
yey om to the Government shall be subject to the approval of the Chief of 
rr rrr and the Paymaster General, 
or their representatives. The Paymaster General will determine the cost as 
defined above, and his decision shall be binding, subject to the approval of 
the Secretary of the Navy. 

12. All warrants for payment under this contract shall be made payable 
to the contractors. 

13. When a payment is to be made under this contract, as a condition 
precedent thereto the Secretary of the Navy may, in his discretion, require 
evidence satisfactory to him to be furnished by the contractors showing 
what, if any, liens or rights in rem of any kind against any property paid 
for by the department under this contract have been or can be acquired for 
or on account of any work done or material furnished in connection there- 
with; but it is hereby further stipulated, covenanted, and agreed by the 
contractors for themselves and on their account, and for wal on account 
of all persons, firms, associations, and corporations furnishing labor and 
material for use in the prosecution of this contract, and this contract is 
upon the express condition that no liens or rights in rem of any kind shall 
lie or attach upon or against said property for or on account of any work 
done upon said property, or of any materials furnished therefor or in 
connection therewith, nor for or on account of any other cause or thing, 
or of any claim or demand of any kind, except the claims of the depart- 
ment. 

14. When all conditions, covenants, and provisions of this contract shall 
have been performed and fulfilled by and on the part of the contractors 
they shall be entitled, within ten days after filing and acceptance of their 
claim, to receive such amount as they may be entitled to in final payment 
under this contract, on the execution of a final release to the department, 
in such form and containing such provisions as shall be approved by the 
Secretary of the Navy, of claims against the department arising under or 
by virtue of this contract. 

15. The contractors shall not be liable for any delays or defaults in the 
performance of this contract due to strikes, riots, fires, floods, acts of God 
or the public enemy, acts of the Government, failure to secure materials 
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or transportation when due to no fault of the contractors, or other causes 
beyond their control. 

16. If any disputes or doubts arise as to the meaning of anything in the 
contract, drawings, or specifications, or if any discrepancy appear between 
said drawings or specifications and this contract, the matter shall be 
referred at once to the Secretary of the Navy for determination, and his 
decision in the premises shall be conclusive and binding upon the parties 
hereto. 

17. The department will hold and save the contractors, their successors 
and assigns, harmless from and against any and all suits that may be 
brought against them for or on account of alleged infringement of patents 
in the manufacture and delivery, in accordance with the provisions and 
requirements of this contract and of the drawings and specifications form- 
SN OE ED vcvccddewsccscsceccniensescases to be furnished 
hereunder: Provided, That prompt notice of any and all such suits shall 
be given to the Secretary of the Navy by the contractors. 

18. The department shall have the right to terminate this contract at 
any time as its interest may require: Provided, That if terminated before 
the completion of the work herein provided for a just and fair settlement 
shall be made with the contractors. 


IN WITNESS WHEREOF the said parties hereto have hereunto set their 
hands and seals the day and year first above written. 


SIGNED AND SEALED IN THE PRESENCE O0F— 
(See Note.) 


bcciMheseeeenachienidgadesss = <hereagernonmieniseteanasaseny [L. s.] 
as to Paymaster General Paymaster General U. S. Navy. 
U.S. Navy. Chief of the Bureau of Sup- 
plies and Accounts. 





Note.—Contracts and bonds signed by a firm must be duly signed in the firm name 
and by each member of the firm, each signature to be cued with wax or wafer seal. 
Contracts signed by a corporation shall be signed with the corporate name, by an 
officer thereof or a duly authorized agent, and sealed with the corporate seal; evidence 
of authority for signature to be appended. 
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Income Tax Department 
Epitep By Joun B. Niven, C.P.A. 


In the August number of THE JouRNAL or ACCOUNTANCY, in the course 
of remarks reviewing all that had been officially published on the subject 
of the corporation undistributed net income tax, we omitted to point 
out that article 238 of regulations 33, to which we referred, had been 
revoked when replaced by the more comprehensive regulations contained 
in T. D. 2736. The point we wished to make was that, while the former 
regulation is not sound in its assumption that the “net increase in current 
assets over current liabilities” is the undistributed income to be accounted 
for or taxed, yet in calling for a comparison of the financial statement at 
the end of the taxable year with that at the beginning, it suggests the 
most logical step and the proper accounting procedure to fix the status of 
the year’s income at the close of the year. The next step is then to deter- 
mine, by a somewhat similar process, how the changes in the six months 
ensuing affected its distribution. 

Experience with the returns indicates that the bulk of corporate income 
will be found distributed or used for the purposes legally relieving it from 
tax. It is not, indeed, to be thought of as a direct revenue producer, but 
rather as a penalty on corporations for withholding earnings that might 
bring revenue to the government if they reached the stockholders. 

+ . * * * * 


The only treasury decision published since the last issue is T. D. 2747, 
revising the previous ruling (T. D. 2135, January 23, 1915, whereby com- 
pensation under accident insurance policies for injuries received was 
returnable as income) and rendering non-taxable all recoveries for per- 
sonal injuries from accidents, whether received under accident policies, 
suits or compromises, 

TREASURY RULINGS 
(T. D. 2747, July 12, 1918) 


Proceeds of accident insurance policies received by individuals on account 
of personal injuries sustained through accident. 

The attorney general has advised, upon the basis of recent decisions of 
the supreme court (Doyle vs. Mitchell Bros. Co., decided May 20 last, 
Lynch vs. Hornby, Lynch vs. Turrish and Southern Pacific Co. vs. Lowe, 
decided June 3 last), and it is accordingly held, that the proceeds of an 
accident insurance policy received by an individual on account of personal 
injuries sustained by him through accident are not income taxable under 
the provisions of title I of the act of September 8, 1916, as amended by 
title i of the act of October 3, 1917, aa of title I of the act of October 

It is held upon similar principles that an amount received by an indi- 
vidual as the result of a suit or compromise for personal i injuries sustained 
—— through accident is not income taxable under the provisions of said 
titles. 

Such provisions of treasury decisions and of regulations No. 33, revised, 
as are inconsistent herewith are hereby revoked. 
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Epitep By SEyMouR WALTON, C.P.A. 
(Assistep By H. A. Finney, C.P.A.) 


INSTITUTE EXAMINATION—MAY, 1918 
In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in May, 1918, the reader is cautioned against accepting the 
solutions as official, They have not been seen by the examiners—still 
less endorsed by them. 


ACCOUNTING THEORY AND PRACTICE—PART I 











Problem 1 
BALANCE-SHEET 
December 31, 1916 
Assets r 
Cash $3,000.00 
Accounts receivable 15,700.00 $18,700.00 
Inventories 
Finished goods 154,500.00 
Goods in process 8,350.00 
Materials 55,000.00 217,850.00 
$236,550.00 
Land $40,000.00 
Buildings $94,000.00 f 
Less reserve for depreciation 14,000.00 80,000.00 
Machinery and fixtures $81,000.00 
Less reserve for depreciation 21,000.00 60,000.00 180,000.00 
Deferred charges: [ 
Insurance and taxes 1,100.00 
Total assets $417,650.00 
Deficit 52,850.00 
$470,500.00 
Liabilities 
Notes payable $275,000.00 > 
Accounts payable 15,500.00 290,500.00 
Capital stock: 
Preferred 100,000.00 
Common 80,000.00 180,000.00 
$470,500.00 
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The foregoing was the balance-sheet of a corporation, December 31, 
1916, incorporated January 1, 1910, and during the ensuing year there 
occurred the following transactions: 


Sales, net $550,000.00 
Purchases, net, raw material 347,000.00 
Raw material inventory increased 64,000.00 
Labor 60,000.00 
Total manufacturing expense 35,900.00 
Process inventory increased 20,000.00 
Finished goods inventory decreased 36,000.00 
Total selling expense 35,000.00 
Total administrative expense 26,000.00 


Notes payable have been renewed as they became due, except that 
$100,000.00, held by the largest owners in the company, has been donated 
to the company. 


July 1, 1917 $100,000.00 

$5,000.00 of 314% Liberty bonds have been bought 5,000.00 

$2,000.00 has been donated to the Red Cross ‘ 2,000.00 
Notes: 


Depreciation on buildings, estimated life 47 years, beginning January 1, 


Depreciation on machinery, estimated life 27 years, beginning January 
1, 1910. 

Accounts receivable were $45,000.00, and accounts payable $15,000.00 at 
the close of the year. 

There was accrued interest payable $2,500.00, December 31, 1917. 

Prepare an operating and profit and loss statement for the year and a 


balance-sheet as on December 31, 1917; and calculate taxes to be paid 
to the United States government. 


The pre-war profits were respectively $14,000.00, $8,250.00 and $5,500.00, 
for the years 1911, 1912 and 1913; and the invested capital for the cor- 
responding years was $160,000.00, $160,000.00 and $140,000.00. 


Solution, problem 1 


It is first necessary to set up working papers or skeleton ledger accounts 
to obtain a trial balance. The following shows the ledger balances result- 
ing from the stated transactions of the year, but without considering the 
variation in inventories, the depreciation and the interest accruals. 


In regard to the interest, no information is given as to the amount paid 
on notes payable during the year. As the date and method of acquiring 
the Liberty bonds is unknown, the earnings from this source cannot be 
ascertained. It would be possible to compute the accrued interest on these 
bonds at December 31, 1917, if the applicant chanced to remember the 
interest dates of the bonds. But since the data is not stated in the 
problem the elements of interest are ignored. 
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TRIAL BALANCE 


December 31, 1917 





Capita! stock, preferred $100,000 
Capital stock, common 80,000 
Cash $12,300 4 
Accounts receivable 45,000 
Inventories, Jan. 1 

Finished goods 154,500 

Goods in process 8,350 

Materials 55,000 
Land 40,000 
Buildings 94,000 
Reserve for depreciation, buildings 14,000 
Machinery and fixtures 81,000 
Reserve for depreciation, machinery and fixtures 21,000 
Liberty bonds 5,000 
Notes payable 175,000 
Accounts payable 15,000 
Sales . 550,000 
Insurance and taxes 1,100 
Purchases, raw material 347,000 
Labor 60,000 
Manufacturing expense 35,900 
Selling expense 35,000 
Administrative expense 26,000 
Donation to Red Cross 2,000 
Surplus 47,150 





$1,002,150 $1,002,150 








The depreciation on buildings is $2,000 a year, and on machinery and 
fixtures $3,000 a year. Final inventories are computed as follows: 


Raw material 119,000 
Goods in process 28,350 
Finished goods 118,500 


As nothing is stated regarding the disposition of the deferred items 
of insurance and taxes at January 1, 1917, it is assumed that the same 
amount is to be deferred at the end of the year. This assumption is 
imperative since the problem states the total manufacturing expense. The 
required statements follow. 
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NAME OF COMPANY Exhibit A 


Prorit AND Loss STATEMENT 
January 1, 1917, to December 31, 1917 
Sales $550,000 
Deduct : 
Cost of goods sold 
Goods in process Jan. 1 $8,350 
Materials 
Inventory, Jan. 1 $55,000 
Purchases 347,000 $402,000 


Deduct inventory Dec. 31 119,000 


Materials used $283,000 
Labor 60,000 
Manufacturing expense 
Paid $35,900 
Depreciation— 
buildings 2,000 
Depreciation— 
Machinery and 
fixtures 3,000 40,900 383,900 





Total $392,250 
Less inventory goods in process, Dec. 31 28,350 


Cost of goods manufactured ~ $363,900 
Add finished goods inventory, Jan. 1 154,500 


Total goods available for sale ~ $518,400 
Deduct finished goods inventory, Dec. 31 118,500 


Cost of goods sold $399,900 


Gross profit on sales $150,100 
Deduct selling expense 35,000 


Net profit on sales $115,100 
Deduct: 

Administrative expenses $26,000 

Accrued interest on notes payable 2,500 28,500 





Net profit from operations $86,600 
Add: 
Donation of notes to company 100,000 


Total $186,600 
Deduct donation to Red Cross 2,000 


Net increase in surplus for the year $184,600 
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Exhibit B 
NAME OF COMPANY ' 
BALANCE-SHEET 
December 31, 1917 
Assets 
Current assets 
Cash $12,300 
Accounts receivable 45,000 
Inventories 
Finished goods $118,500 
Goods in process 28,350 
Raw material 119,000 265,850 $323,150 
Deferred charges 
Insurance and taxes 1,100 
Investments 
Liberty bonds 5,000 
Fixed assets 
Land $40,000 
Buildings $94,000 
Less reserve for depreciation 16,000 78,000 
Machinery and fixtures $81,000 _ 
Less reserve for depreciation 24,000 57,000 175,000 
$504,250 
Liabilities 
Current liabilities 
Notes payable $175,000 
Accounts payable 15,000 
Accrued interest payable 2,500 $192,500 
Capital stock and surplus ‘i 
Capital stock, preferred $100,000 
Capital stock, common 80,000 $180,000 
Surplus: 
Profit and contributed surplus 
for year (Ex. A) $184,600 
Less deficit Jan. 1, 1917 52,850 131,750 311,750 





$504,250 


The computation of the income and excess profit taxes follows: 


Since the gift of $100,000 notes payable to the company and the $2,000 
donation to the Red Cross by the company are not included in the compu- 
tation of the taxable income, 
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The net income is $86,600.00 
The invested capital is 
Capital stock $180,000 
Less deficit at January 1, 1917 52,850 


$127,150 


Since the profits in the pre-war period averaged 
less than 7%, there is allowable 











a deduction of 7% of $127,150, or $8,900.50 
and a specific exemption of 3,000.00 11,900.50 
leaving excess profits of $74,699.50 
Excess profit Tax 
20% of (15% of 127,150, minus 11,900.50) 7,172.00 1,434.40 
25% of (20% less 15% of 127,150) 6,357.50 1,589.38 
35% of (25% less 20% of 127,150) 6,357.50 2,225.13 
45% of (33% less 25% of 127,150) 10,172.00 4,577.40 
60% of 44,640.50 26,784.30 
Excess profit and tax thereon 74,699.50 36,610.61 

Add income tax 

6% of (86,600—36,610.61) 49,989.39 2,999.36 
Total tax 39,609.97 


As no information is available as to the value of the stock at June 30, 
it is assumed that the capital stock tax is not to be considered. 


Problem 2 

During the year ended December 31, 1917, the A. B. C. cotton mills 
produced 3,893,000 pounds of finished product. There were turned into 
the mill during the year 4,250,000 pounds of cotton, costing $750,000.00, 
and 175,000 pounds of yarn, costing $60,000.00. The stock in process at 
the beginning of the year amounted to 150,000 pounds valued at $20,000.00, 
and at the end of the year to 200,000 pounds, valued at $60,000.00. Waste 
produced during the year was 420,000 pounds and realized $26,000.00. 
The factory expenses were: superintendence, $5,000.00; labor, $160,000.00; 
fuel, $20,000.00; oil, $1,500.00; mill supplies, $12,500.00; burlap, $4,500.00, 
and starch and sizing, $7,500.00. For its finished product sold the com- 
pany realized $1,250,000.00. On the first of the year the value 
of the finished product on hand amounted to $26,000.00, and at the end 
of the year to $78,000.00. The selling expenses of the company amounted 
to $80,000.00, its general expenses to $22,500.00, and its extraordinary 
expenses not applicable to the cost of production to $50,000.00. 

Prepare a comprehensive income account covering the year’s opera- 
tions and give statistics as to the sales and cost of production per pound 
by items with the invisible gain or loss during the year on cotton passing 
through the mill. 
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Solution, problem 2 


A B C COTTON MILLS 


STATEMENT oF Cost oF Goops MANUFACTURED 


Year ended December 31, 1917 














Per 
Pounds Value Pounds Value pound 
3,893,000 
Pounds 
produced 
Goods in process, Jan. 1, 1917 150,000 20,000 .00514 
Materials turned into mill 
Cotton 4,250,000 750,000 19265 
Yarn 175,000 60,000 01541 
Total 4,575,000 830,000 21320 
Deduct: 
Waste sold 420,000 26,000 
Goods in process, 
Dec. 31, 1917 200,000 60,000 620,000 86,000 .02209 
Materials put into finished goods—pounds 3,955,000 
Invisible loss—pounds 62,000 
Finished product produced—materials 3,893,000 744,000 19111 
Labor 160,000 .04110 
Superintendence 5,000 .00128 
Fuel 20,000 .00514 
Oil 1,500 .00039 
Burlap 4,500 .00116 
Mill supplies 12,500 .00321 
Starch and sizing 7,500 .00192 
Total cost of manufacture 3,893,000 955,000 24531 








While the invisible loss is ascertained to be 62,000 pounds, it is impos- 
sible to determine the financial loss because the kind of commodity lost 
is unknown. For instance, the cotton cost about 17 cents per pound and 
the yarn about 34 cents. Hence, the loss of yarn is about twice as expen- 


sive as the loss of cotton. 
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A BC COTTON MILLS 
ProFit AND Loss STATEMENT 


Year ending December 31, 1917 








Sales 1,250,000 
Deduct: 
Cost of sales 
Finished goods January 1, 1917 26,000 
Add finished product for the year 955,000 981,000 
Deduct finished goods inventory, December 31 78,000 903,000 
Gross profit on sales 347,000 
Deduct selling expense 80,000 
Net profit on sales 267,000 
Deduct : 
General expense 22,500 
Extraordinary expense 50,000 72,500 
Net profit for the year 194,500 
Problem 3 


With what accounts of a bankrupt company would you open the books 
of the receiver? State your reasons for so doing. 


Solution, problem 3 

The books of the receiver would be opened by debits to accounts with 
assets the possession of which is taken over by the receiver, credits to 
reserves applying to these assets, and a credit to an account with the com- 
pany in receivership for the net value of the assets. These entries are 
made to show the value of the assets for which the receiver is accountable. 

The liabilities are not spread on his accounts when the books are 
opened, because they are not claims which the receiver is obliged to 
recognize until they are properly allowed; but any liens against specific 
assets should be indicated by memorandums in the asset accounts as an 
aid to the receiver in estimating the net realizable value of the property. 

The liabilities, including the liens, would be entered on the books as 
soon as allowed by the court, the offsetting debits being to the account 
representing net value. If this last account has then a debit balance, it 
should be designated “deficiency.” 

The books can hardly be said to be really opened until all the liabili- 
ties are included. 


Problem 4 
Mention three classes of transactions which a debit item may represent 
in a personal account. 
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Solution, problem 4 

A debit item in an account receivable might represent a sale, a note 
charged back, or a cash payment necessitated by a rebate or an allowance 
made after the account had been settled. 

A debit item in an account payable might represent a cash payment, a 
settlement by note or an allowance for many possible causes. 


Problem 5 

You are asked by a client to discuss with him the question of reserves 
for depreciation and depletion of his various capital assets. State your 
position on this subject and enumerate the considerations you would 
advance in support thereof. Would you or would you not be guided by 
the rules laid down by the internal revenue authorities in deciding upon 
the rates to be used? 

Solution, problem 5 

As all capital assets tend to decrease in value, due to the expiration 
of time and to wear and tear and obsolescence, there will come a time 
when this loss will necessarily be reflected in the accounts. Since the 
loss is inevitable it is preferable to take it up gradually in part amounts 
rather than finally in total. Otherwise the operating costs will be under- 
stated in periods when replacements are not made, and the period in 
which the loss is eventually realized will be required to bear an undue 
proportion of costs. Not only does this distort the operating expenses 
by periods, but by overstating profits for the time being it encourages the 
payment of dividends which may in reality amount to dividends out of 
capital, with the possible results of creating a deficit when the property 
is sold or abandoned and rendering the directors liable for a depletion 
of capital through payment of dividends in excess of real profits. 

In determining the amount of depreciation to be written off, considera- 
tion should be given to the cost, probable life as affected by use and 
extent of repairs, and estimated residual value after its life as a practical 
production factor is at an end. In estimating the. life, consideration 
should be given not only to wear and tear, but also to obsolescence and 
possibly to supersession. 

In regulating depreciation in respect to income taxes, the rates allowed 
by the internal revenue authorities are not rigidly binding, but are only 
typical, and all facts relating to depreciation are granted consideration. 
But deduction is allowed only for loss due to wear and tear. This does 
not include provision for obsolescence since it is provided that when an 
asset is actually determined to be obsolete the loss may be deducted at 
that time. However, obsolescence should usually be provided for period- 
ically as well as depreciation from wear and tear, as the government’s per- 
mission to make eventual deduction for loss from obsolescence does not 
justify a waiver of the fundamental accounting rule to provide for all 
possible losses. 


Problem 6 

Explain what is understood by a “book inventory” and indicate in what 
circumstances and for what purposes you would consider such a record 
to be of use in a manufacturing business 
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(a) For current information, 
(b) For use in the preparation of interim statements of accounts, 
(c) For use in the preparation of final yearly or half-yearly accounts. 


Assuming your client decided to rely entirely upon such book records, 
what steps should be taken to guard their accuracy? 


Solution, problem 6 

A book inventory or perpetual inventory is a record of all goods put 
into and taken out of stock and the balancc remaining on hand. It always 
shows quantities and it may or may not show values, but it must do so 
if the cost records are articulated with the general books. 

As to its utility in furnishing current information, it shows the ade- 
quacy or inadequacy of stock on hand and with a proper scheme of dead- 
lines or low limits it reduces the danger of running short of stock. By 
maintaining a careful accounting of all items it tends to counteract tempta- 
tions to misappropriation. Running inventories facilitate the keeping of 
cost accounts by showing the cost of materials going into process. As 
all goods received must be recorded in the inventories, an adequate receiv- 
ing record is provided which may be of advantage in verifying liabilities 
to trade creditors. 

For interim statements the books show an inventory which is available 
without the inconvenience of taking an actual inventory, and hence it is 
possible to make a closing and determine profits whenever desired. 

The book inventories may also be used in final closings yearly or half- 
yearly, but it is desirable to have a verification of the stock on hand 
periodically and this verification is often in the form of an actual inven- 
tory at annual or semi-annual intervals, the actual inventory figures being 
used in these final statements. 

Where no complete inventory is ever taken, tests of various items 
should be made when the book inventories indicate that stock is low 
and the labor of inventorying is reduced to a minimum. Thus book inven- 
tories may be frequently adjusted. Movements of stock should be evi- 
denced by signed receipts by the storekeeper for stock received and signed 
work orders for stores issued. This tends to fix the responsibility and 
safeguard the stores and the inventories thereof. 


Problem 7 


What particular features is it necessary to bring out in the preparation 
of the annual accounts of a municipal or county government? 


Solution, problem 7 

The annual accounts should show the tax collections, the authorized 
rebates reducing the amount of the levy and the unpaid taxes. There 
should be a statement of receipts and disbursements, capital and revenue 
items being distinguished. The statements should show whether the city or 
county is living on its current revenues or is using capital receipts with 
which to pay revenue expenses. A balance-sheet should be prepared 
showing in separate sections the capital accounts, or fixed assets and 
liabilities, the general accounts, or floating assets and liabilities, the con- 
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dition of the various sinking or trust funds and the final surplus or 
deficit. The statements should show all accrued assets and liabilities, 
unsatisfied judgments for damages, the condition of special assessments, 
including the amount of bonds or warrants outstanding on each, and the 
unpaid special taxes with which these are to be paid. 


Problem 8 

You are called upon to advise a client who has large dealings, both 
buying and selling, with foreign countries, involving questions of foreign 
moneys and exchange. What general principles would guide you in advis- 
ing him? 

Solution, problem 8 

If the client owns any capital assets in a foreign country these assets 
should be carried in the accounts at their cost in United States money at 
acquisition, which cost would be decreased if the exchange rate was favor- 
able at acquisition and increased if the rate was unfavorable. Such assets 
would be shown in the balance-sheet at book value without any adjustment 
on account of exchange fluctuations. 

Accounts with debtors and creditors involving the question of foreign 
money should be kept in two columns, all debits and credits being shown 
in foreign currency and also in United States money values computed at 
the rate of exchange applying at the date of the transactions. In closing 
the books and preparing final statements, the balance of the account in 
foreign coinage should be valued at the prevailing rate of exchange and 
the United States coinage value thus ascertained should be entered in the 
U. S. money column. The balance of the account will then represent any 
profit or loss resulting from exchange variations. 

Market fluctuations in exchange are not reflected in the valuation of 
fixed assets and liabilities because of the general principle that market 
fluctuations of all kinds are ignored when the asset is not to be realized 
or the liability liquidated at market values. But in the case of accounts 
receivable and other floating assets currently realizable, and in the case 
of current liabilities where the cost of making settlement will depend 
upon current rates, present value as affected by favorable or unfavorable 
rates should be shown in the balance-sheet. 


Problem 9 
How should a re-appraisal of capital assets be treated on the books of 
a going concern 
(a) When it involves an appreciation 
(b) When it involves a depreciation? 


Is such appreciation or depreciation a consideration which should be 
reflected in a return of net income to the federal authorities for income 
and excess profits tax purposes? 

Solution, problem 9 

An increase or decrease in the value of capital assets disclosed by an 
appraisal may be a recognition of improper depreciation charges in the 
past or of a rise or fali in replacement market values. 
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In case of appreciation due to former excessive depreciation charges 
an entry may properly be made debiting the asset or its relative reserve, 
if one has been set up, and crediting surplus, as the surplus has been 
improperly reduced. Such increments to surplus would be proper sources 
of dividends. If the appreciation merely follows a market increase no 
entry should be made, as fluctuations in market value of capital assets are 
unrealized and will not be realized as long as the asset remains a producing 
factor. Where an entry is insisted upon, the credit should not go to sur- 
plus, but should be put in some reserve account which will honestly 
acknowledge its unrealized nature. 

In case of a depreciation in value which recognizes the inadequacy of 
former depreciation charges, surplus should be debited and the asset or 
its relative reserve credited. If the decreased value follows a market 
decline no entry need be made. As a book profit is not allowable on 
market increases, so a book loss on market decreases may be ignored in 
the accounts until the sale of the capital asset makes the loss a realized 
one. 

Increases of this nature are not to be included in taxable income, and 
decreases are not allowable deductions from income in the current reports. 
Corrections of depreciation rates may involve correction of prior returns. 


DELINQUENT STOCK SUBSCRIPTIONS 


Editor, Students’ Department: 


Sir: In connection with work upon a recent engagement I encountered 
a situation in respect of capital stock transactions of which nothing of a 
nature similar appears to be treated in the later accounting works, nor do 
I recall discussions in THE JOURNAL oF ACCOUNTANCY in respect to a like 
situation. 

A corporation organized about eight years ago finds itself in the 
position of now having upon its books capital stock subscriptions in 
arrears. In many instances the total payments made are of such amount 
as would produce cumbersome fractional shares if stock were issued for 
the exact amount paid. The arrears are now found to be practically all 
uncollectible and for practical purposes constitute a worthless asset upon 
the books; yet in their present state they act as an obstacle to the secur- 
ing of additional needed capital, through the sale of this stock to respon- 
sible purchasers. 

Redress of some sort, other than an increase in capitalization, should 
be open to the company. What it desires to do is to issue shares for the 
amount paid and cancel the subscriptions in arrears. These latter shares 
would be then available for sale and added capital could thus be secured. 

In the issuance of shares for payments made it is desired that only 
even shares be issued. Could the fractional amounts in excess of even 
shares be appropriated to surplus, or would it be necessary to return them 
by recourse to a special distribution of capital or carry them as a perpetual 
liability on the books? Also, considering that over six years have elapsed 
with no payments having been made (this would cover the time limit 
under the statute of limitations) could the subscriptions in arrears be 
canceled and the outstanding capital stock account be adjusted? 


Yours truly, 


R. F. R. 
Portland, Oregon. 
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This question concerns what are known as “subscription rights.” Sev- 
eral legal points are involved, on which this department does not presume 
to give an authoritative opinion, not knowing the Oregon laws. 

A subscriber to capital stock, after his subscription has been accepted, 
and especially after part payments have been made, possesses the right to 
finish his subscription and take his stock. If he does not exercise this 
right at the time when calls are made, or within a reasonable time there- 
after, the board of directors can notify him that if he does not make the 
payments that are in arrears within a specified number of days, his right 
to the subscription will be declared forfeited and the stock will be sold 
to someone else. Whether the money already paid can also be declared 
forfeited depends upon the conditions of the subscription and the laws 
of the state. 

Having declared the subscription rights forfeited, the board can offer 
the stock for sale. If the price realized is less than par, the shortage may 
be taken out of the amount that was paid on the subscription. The balance 
of that amount would then be returned to the subscriber, less any expense 
of securing the new stockholder. As the subscription is an agreed debt, 
it may be held to be subject to the legal rate of interest, which would 
probably more than exhaust the part payments made on it. 

As the subscription is a written contract, it would depend on the state 
law whether it became outlawed in six years or not. Some action on the 
part of the board of directors during that time may have served to keep 
it alive. Therefore, it is better to take formal steps to cancel it. 

Some such action as indicated on the part of the board of directors 
would meet all the difficulties mentioned in this case. Of course, the direc- 
tors are at fault in not having called the delinquent subscribers to account 
long ago. By sleeping on their right to cancel the subscriptions they have 
virtually given the subscribers a one-sided contract. If the company had 
suddenly become very prosperous, the subscribers could demand delivery 
of the stock to them at par, unless outlawed, or at best at par and legal 
simple interest from the dates of the calls. 


DISCOUNT ON TREASURY STOCK 
Editor, Students’ Department: 


_Srr: Do you consider it incorrect to charge working capital with steck 
originally sold at a discount and donated as working capital? 


Treasury stock xx 
(par value) 
To working capital  & 4 
At price originally sold 
To stock discount xx 


For % of discount on original sale 


Said stock was later disposed of at a still greater discount. 
And if sold out of the treasury at par or a premium, how would you 
treat it? 
I shall feel obliged for your opinion and reasons. 
Yours truly, 
J. ¥. 
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Having charged treasury stock at par and credited working capital at 
original selling price and discount on stock for the difference, a sale of 
stock from the treasury would be recorded according to the facts of the 
sale. If at a discount, 


Cash xx 
Discount on stock xx 
Treasury stock (par) xx 


If at a premium, there being still a debit balance in discount on stock: 


Cash xx 
Treasury stock (par) xx 
Discount on stock xx 


If discount on stock has been written off, the last credit would be to 
premium on stock and would be a profit. 


ALLOCATING GENERAL EXPENSE TO DEPARTMENTS 


Editor, Students’ Department: 


Sir: The writer is seeking authority whereby he can distribute Mr. 
Brown’s salary with equity. Department managers are efficient and need 
his capital only. 

The writer has been requested to remedy the trouble causing the con- 
tentions of department heads, and suggested using a per cent. of salary 
based on preceding year’s purchases by each department. This in my mind 
approaches nearer to the center of facts than the system now in vogue 
as the percentage of profit is different in each department. My suggestion 
would give them a direct charge for each month in the year which would 
be the same amount each month for every department throughout that 
year (e. g., wholesale 50% = retail 33 1/3% = sp. sales 16 2/3%, same 
every month throughout that year). 

THE JOURNAL oF ACCOUNTANCY and many books of reference have been 
searched to enable me to show a different method or authority to face 
criticism if my suggestions are carried out. 

As for rent and heat, it is my expressed opinion, if the different depart- 
ments should hire a store, the rent would be at a given price (direct 
expense) per month to be paid whether or not sales were made. 

Advertising is done all in one advertisement or separately. Sometimes 
one department will advertise and get a prospective customer for one of 
the other departments. 

Please advise me if my suggestions are practical or recommend some 
book or authority whereby this matter can be adjusted as early as con- 
venient. 

Yours truly, 


F. E. P. 
Bangor, Maine. 


PROBLEM OF UNSATISFACTORY RESULTS 


Mr. Brown has a business of three (3) departments, viz: wholesale, 


retail and a special sales, occupying one store with a separate manager 
for each department. 


Dissatisfaction in the equity of indirect expense, viz., advertising, 
heat, rent and Mr. Brown’s salary of $5,000 per year. 
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The system in vogue calculates and distributes the indirect expenses 
by per cent. on each month’s sales. 

As far as rent, heat and light and advertising are concerned, I think 
you are both wrong. Rent is divided between depart:nents in accordance 
with the value of the space occupied. Each department in turn is treated 
as an outsider to whom space is to be rented on the basis of how much 
it should be charged and of how much it is willing to pay. When an 
equitable sum is agreed upon for each, the proportion of the actual rent 
to be paid by each is ascertained. Sales have nothing whatever to do 
with it, nor purchases either. The occupant of desirable space must pay 
a high price for it or let some one else have it. An outside landlord 
would never agree to base his rent on a tenant’s sales; therefore the 
business should not do so. Heat and light are usually included in rent, but 
if not, heat should be proportioned to square feet of floor space. Light 
would follow the same rule unless there is a difference in the length of 
time that artificial light is used in the various departments. 

Unless the advertising is peculiar, it ought to be charged to each depart- 
ment in the proportion of the space devoted to it in each advertisement. 

There is no rational basis for allocating the salary of the president, 
and no reason why it should be attempted. The president represents 
capital. He is the business personified. The business employs department 
heads to run the departments and report results. Up to this point each 
department pays its own expenses, direct and indirect, and that is all it 
should pay. If the business, or capital, finds it necessary to pay someone 
$5,000.00 to look after its interest, that is capital’s loss—the departments 
are not concerned with it. 


SALES OF RAW MATERIAL 


Editor, Students’ Department: 


Str: Will you please advise me the best procedure to follow in a 
manufacturing concern where a cost system is contemplated in the event 
the following transaction should develop: 

Materials received for manufacturing purposes are entered in detail 
on the store records and this total is controlled by an account on the 
ledger, known as materials, to which is debited the value of all materials 
purchased and placed in stores. Some of this material instead of being 
consumed in manufacture is jobbed. Will you please, therefore, advise me 
what entries are made when this material is taken from stores and sold? 
Of course the sale is recorded in the sales book and the specific material 
is given credit in the stores record, but I am anxious to be informed as 
to the proper entries required in the general books. Am I correct in 
assuming that cost of sales is debited and sales credited, likewise the 
controlling account materials credited with the value of the merchandise 
sold outright? 

I am also dubious about the proper method of handling finished goods 
sold and subsequently returned by the customers. Of course, when the 
finished product was completed and placed in stock subject to shipment, 
finished goods account was debited and some other appropriate account 
was credited; likewise the cost of sales was debited and sales credited. 
Now when the merchandise is returned by the customer and duly received 
and placed in stock, what entries are correct in properly recording this 
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transaction? I imagine it is necessary to debit return sales and credit the 
customer’s account, but I do not know how this return would be reflected 
on either the finished goods account or some other similar account on 
the books accounting for its return. 
Yours truly, 
yr. Cc &. 


The cost of materials taken from stores which are for jobbing sales 
may be debited to cost of jobbing merchandise sold and credited to the 
materials controlling account. You could, of course, debit it to cost of 
goods sold, but as this account generally includes only manufactured 
product sold it might be advisable to keep the cost of jobbing merchandise 
sold in order to have accurate data on the amount of this kind of business. 
The sales might be classified in the same way if desired. 

Unless the amount of material thus sold is so small as to be negligible, 
it would not be proper to enter the sales in the sales book in the same 
column as finished goods sales. They should be placed in a separate cate- 
gory. The business of the manufacturer is to make and sell finished goods, 
and the data in regard to these goods should not be confused by the intro- 
duction of extraneous items. Otherwise the operating statistics would not 
be trustworthy. 

When finished goods sold are returned by customers the first entry 
would naturally be debiting returns sales account and crediting the cus- 
tomer. Another entry should then be made debiting the finished goods 
account and crediting cost of finished goods sold. The last entry would 
put the goods back into the inventory and give the cost of finished goods 
sold account credit for the cost of the goods which were originally charged 
to that account when the sale was made. 
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HOW TO DO BUSINESS BY LETTER, by SHerwin Copy. World 
Book Co., Yonkers, N. Y., 1918. 


A new edition of Sherwin Cody’s little book, How to Do Business 
by Letter, has been published and is supplemented by another useful work 
entitled Word Study and 100% Business Speller. There is also a supple- 
mentary pamphlet containing exercises in business letter writing. The 
average business man has become so careless in the use of words that 
we believe every office should have in it a book describing what to write 
and what not to write. Mr. Cody has produced an excellent book and 
many business men could study it with advantage. 

We thoroughly approve any book which condemns such common and 
objectionable words as “locate,” “same” as a pronoun, “onto” and many 
others which sometimes induce even the most colloquial of us to incline 
to purism. 





AN INTRODUCTION TO STATISTICAL METHODS, by Horace 
Secrist, Px.D., The MacMillan Company, New York. $2. - 


It goes without saying that compiling the vital statistics of a business is 
coming more and more to be regarded as a regular part of the work of 
an auditor. For the general public, the creditors, the stock exchanges, 
et al., it may be sufficient to submit a balance-sheet and a profit and loss 
statement duly certified, but when an audit is made for the purpose of 
giving full and accurate information to directors, officers and stockholders, 
the auditor who is unable to grasp the essential and vital facts affecting the 
success of a business and lay them before his clients in statistical form is 
in a bad fix. So it seems a bit strange that so little attention is paid to 
this branch of professional education. Accounting text-books rarely have 
much to say about it, and in the colleges the student who has the rare far- 
sightedness to wish to study the subject must go to the department of 
economics. Most of us, we dare say, have picked up what little we know 
about the rather abstruse subject hap-hazard and by rule-of-thumb, as 
when we are requested to investigate some department to find out just 
how profitable it may be. Common sense in such cases is a fair guide, but 
there is a technique to this kind of work which ought to be taught to the 
candidate seeking admission to the American Institute of Accountants. No 
doubt it will come in time. 

Dr. Secrist, who is associate professor of economics and statistics at 
the Northwestern University, offers a text-book on statistical methods for 
the use of college students and business executives which we venture to 
think furnishes a solid basis for statistical training. In the words of the 
author— 
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“Our study is primarily one of methods—methods in the collection 
and utilization of numerical data to throw light upon economic and 
business problems. It attempts to reduce to a workable basis the prin- 
ciples of statistical analysis and to illustrate their force and the methods 
of applying them to concrete problems.” (pp. 2-3 ) 


It is true, of course, that the book is primarily intended for those who 
propose to become professional statisticians, but as we have already 
remarked, a public accountant ought to know at least the how of statis- 
tical analysis and demonstration even if he is not much interested in the 
why which Dr. Secrist explains very lucidly. Chapter III of the book is an 
illuminating exposition of why so many unthinking people subscribe unre- 
servedly to the old slur, “Anything can be proved by statistics!” As the 
author shows, it is the careless, or worse, abuse, not the honest and scien- 
tific use of statistical methods, that has given rise to this sweeping generali- 
zation. W. H.L. 





Correspondence 
Further Discussion of Discount on Capital Stock. 


Editor, The Journal of Accountancy: 


Sir: It seems that the views I presented in the April number concern- 

—s discount on capital stock were too concise to be thoroughly understood 
y many. 

Of course my discussion in no wise concerns the treatment of discount 
on treasury stock. 

Some accountants tell me that it is correct to show the discount on the 
asset side of the balance-sheet, not as an asset but as a debit item. I dis- 
agree with them. It should never appear as a debit item for the very 
excellent reason that nothing should be on the debit side either as an asset, 
a deferred charge, a debit item or otherwise unless it represents previous, 
present or future value. 

I hold to the statement that under no conditions should the discount 
appear as a debit item. 

As I have said, discount on stock is nil. It merely represents the differ- 
ence between the original net worth and the par of the capital stock and it 
is purely fictitious. It is properly a contra against capital stock account 
and must be so ciel Until profits are earned the liability upon the 
capital stock cannot possibly be greater than the original net worth; and 
when they are earned, while the total liability to stockholders is greater 
(the increase representing profits), the liability upon the capital stock alone 
as distinguished from the liability arising from profits can properly be 
increased only by the action of the directors in authorizing a transfer of 
undivided profits or surplus. 

As I have said, this action is not necessary, but would be a good policy. 
The undivided profits and the surplus can quickly be paid out while the 
liability upon the capital stock is considered permanent until reduced by 
losses. Creditors and investors think more highly of a company having a 
liability upon stock equal to its par and a smaller surplus than one having 
a larger surplus and a liability upon stock less than its par. 

The correct procedure to increase the liability upon capital stock is as 
a disposition (transfer) of undivided profits or surplus, not, as is being 
done now, by making a charge against profits and consequently decreasing 
the true earnings. 
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I am afraid that many accountants do not understand the distinction 
between charging the discount against profits and disposing of it as a dis- 
position of profits. To charge it against undivided profits or surplus is 
ust as wrong as it is to charge it against operating profits. Disposing of 
it does not affect the net worth any more than does the establishment of a 
sinking fund reserve. 

In an analysis of the revenue and surplus statement the discount dis- 
posed of as a disposition (transfer) of undivided profits or surplus would 
not be picked out as a charge (expense or loss) passed through undivided 
profits or surplus instead of directly against operating profits. 

Assume that a company issues $100,000 of stock at 90. Applying my 
treatment the balance-sheet would show 


Capital stock $100,000 
Discount on stock 10,000 


$90,000 


If at the end of the first year its net profits were $10,000, the balance- 
sheet would then show 


Capital stock $100,000 
Discount on stock 10, 

—— _ $90,000 
Undivided profits or surplus 10,000 


If it is decided to dispose of $2,000 of the discount by a transfer of 
undivided profits or surplus the balance-sheet would then show 


Capital stock $100,000 
Discount on stock 8, 

——_— $92,000 
Undivided profits or surplus 8,000 


Applying the theory of considering the discount a deferred charge 
against profits the revenue and surplus statement would, in the above case, 
incorrectly show net profits of only $8,000. Applying my theory it would 
correctly show net profits of $10,000 and a transfer of undivided profits or 
surplus of $2,000. 

Consider this important point: The directors of a corporation alone 
have control over the undivided profits and the surplus. They (or the 
stockholders) only have power to increase the original liability upon the 
capital stock and if they decide to do so it is done by a transfer from 
undivided profits or surplus. In the face of this, by charging the discount 
against profits, frequently upon the accountant’s advice, the officers are 
taking unto themselves these important powers. 


Yours truly, 
JosePH RoBINSON. 





Frederick G. Colley announces the opening of offices at 43 Exchange 
Place, New York, for the practice of accounting under the name of 
Frederick G. Colley & Company. 





Frank Wittenberg announces the removal of his office to room 601 
A. O. U. W. building, Little Rock, Arkansas, 


240 





